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. teyms stated i the February 19, 2004, docnmertt entitled "Settlement Terms In Concépt ..

That City Manager . Will Recommend To'Ciy Council: For Approval And Which.

" SDCERS' Counssl And Litigation Representative Will Recommend To The SDCERS

~Board For Approval. And ‘Which Are Agreeable To Plaintiffs And Their Counsel™ ('the
Term Shest"), OnMarch 9, 2004, the Cify Counci] voted to approve seﬁicmem of the‘

' Gfeason Titigation pursuant o the provisions of the “Term Sheet” ‘
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May 13,2004

Lawrenoce Grissom

Retitement Administrator

- San Disgo City Employees’ Retirement S}stﬁ:m
4018 Street, Suite 400 - :
San Diego, California 52101

RE:  James F. Gleason, ale. v. Sen Diggo City Emnployees' Refirement
.- San Diego Superior Court Consolidated Case No.. GIC 803778
Our File No. 7835.56570 . '

Dsar M. Gnssom

Th‘LS Taw i‘mn represents San Diego City Employees Renrcmant uystem {"SDCERS"} ;
in three consolidated actions cwrently pending before Judge Pairiciz Y, Cowell, of the .
Suparior Court of the State of Californie, Comnty of Ban Diego, u.u.der the lead captton, ‘

James F. Gleason, et ol., Plaintifiev. San Diego City-Employees’ Retirement System, et
dl, Defendamts, San Diego Superler Comt Case-No. GICE0377% (“he Glewson
litigation"y, Pursnant to a vote of SDCERS' Board of Trostees (the “Board™) on March
11, 2004, SDCERS conditionally agTeed o sétfle the Gleason litigation zecorfing tor

Pamgraph 8 of the Term Sheet states, in pertment part: "SDCER.S‘ approval i subject

46 review and approval by independent fiduciary counsel" SDCERS has selected Jan -

Webster, Bsq;, and Dan Riesenberg, Esq., of Pillsbury Winthrop, LLP, to serve as the

mdependen?. fiduciary counsel required by the Term Sheet {"F:ciuc:ary Coumnse"). As
part of its analysis, Fiduciary, Counsel kas requested that this. firrn, in its cepacity as.
. Htigation commel i the Gleason lifigation, provide an a.na}ysxs of the risks and benefits -

of Htigating this acton to a final eaforceable Judwme-lt, rather then resolving # through

settfenent This letter is zsresented to you on bebalf of thc Bcard in samsfac‘a oo af that
. reqmrament ’ '

2tnp EYRPHONY TOWERS ° -

SAN DIECO, CALIFDRNIA s2ios
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., termms stated i the February 19,.2004, docnmeit entitled "Sertlemerit Terms In Concept ..

'h'ww.ternv.con
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‘May 13,2004

Lawrence Grissomn

Retirsment Administrator

- San Diego City Employees’ Retirement Sys‘em
4018 Street, Buite 400 - .
San Diego, California §2101

RE:  James F. Gleason, éle. v. Sen Diggo City Employees’ Refirement
- 8an Diego Superier Couxt Consolidated Case No. GIC 803779
0135 File No. 7835.56570 '

Deax Mr. Gn’ssam'

'I‘E:ns law ﬁrm represents San Diego City Employess’ Reurzmant ystc:m {"SDCERS™ .
in three consolidated actions cwrrently peading befors Judge Paticia Y. Cowett, of the .
Supsrior Court of the State of Californie, County of San Diego, under the Jead caption, -
Jumes F. Gleason, et al, Plaimtifie v. San Diego City Employees’ Retirement System, et

al, Defendants, San Diego Suvperior Court Case No. GICE03779- ("the Gleason
huczmcm "y, Purswant to & vote of SDCERS' Board of Trustess (the “Board”) ot March
11, 2004, SDCERS conditionaily agreed to séttle the Gleasom litigation according to

That City Manager Will Rccomend To City Council - For Approval Ard Which

' SDCERS' Counsel And Litigation Representative Will Recornmend To The SDCERS
“Board Por Approval And Which Aze Algréeabls To Plaintiffs And Their Counsel™ ("the .
Term Sheet"), On March 9, 2004, the City Council votéd to approve SE‘ticmen‘t of ﬂm'

" Gleason Hiigation puzsuant 1o the provisions of the “Term Sheet, ‘

- oY

Paracmph 8 of the Term Sheet states, in pertinent patt "SDCERS' approval {s subject

o review and approvel by independent fiduciary counsel" SDCERS has selectsd Jan -

Wehster, Hsq;, and Dan Riesenberg, Esq., of Pillsbury Winthrop, LLP, 10 sexve as the

' mdependent fiducizary counsel reguired by the Term Sheet ("deumary Cotnse"). As
part of its andlysis; Fiduciary Counsel has requested that this. firm, in ks capacity as.
Titigatioh counssl in the (Feasan litigation, provide an analysis of the risks and bepefits -

of litigating this action to 2 final enforcezble judgment, rather than resolving it Srough

settlement This leter is prasanted to you on behan of the: Boaﬂi n sahs:achun of ‘fbat
. raqm:ement - ‘

2tne SYMPHONY TOWERS - :

$AN DIEGD, CALIFDANIE 53103

=

SDCO76809



SELTIER|BAPLAN M o MARDR]VITEL
Lawrence Grissom’ T

Retirerment Administrator

Our File No. 7833 36370

May 13, 2004 ‘

Page 2 ‘

SUMMARY OF OPINION

L it is reasonably probable that Plaintifs’ Motion for Summary ‘Adjudication of

' the issue of whether Manager’s Proposals I end 71 violate City Charier, Article
I¥, section 143, would be gramted. An enforcesble judgment allowing the
Board ta set new amortizaton rates ‘would be de]ayed until mid 2006 to Eaiy
2007 .

A bare probability exists that 2 court wox.ld cunclude the Bowrd bxﬁached s
fiduelary duty by approving Menager's Proposal II However, the natare of
Plaintiffs’ damage claim based thereon makes it uniikely that substantial
-'mcnerary damacres wou!d be awarded on the basis of t?us claim.

C g

Tt is probable ‘tbc Couri would conclede th& Board’s vote to adopt Manaver 5
Proposal I violated Govemment Code section 1050, thereby mvahdatmg the
vote,

ey

4. It is ‘possible thet g court order invalidaiing Meansger's-Proposals I and D on &

" gring forward basis could resnlt in & greater net smonetary recovery for

SDCERS than would be obtained under the settlement. However, it is probable

. that an snforcsable judgment wouid be delayed by, appnals until apprcmately
©2007. Furthermore, any tight to increased payments in the immediately ensuing |

years would not be pro tected by any forn of collatéral to secure such payments,

. The Board would jncur approximately $300,000 to $500,000 in additicnal
attcmey sfees and costs fo obtaln g f'mai Judgment méer ﬁns sc:enano
5 It is unLlcer thata c:ou:t Woulci enter Au. order mw.hciatmv Manager s Proposal

: I, -but permitting selective enforoement.. of Manaver & Proposai I in-guch = -
mianner-that resulted in a. supcrscr monctary rccovery than would: bc obtamed‘ .

under the settiemf:m. C M

6. - itis mobable that the Court would enter.an cw:der permitiing sofme amowt of
. restitution for past underfunding by the City, However, we cannot predict with
“any Teasonable certainty what amount. ihight be awarded. . ‘Futhermore; an
enforceable. gudﬂment umder this claim would Hiely be delayed by appaal fora
period of between 18 months and ‘hree years, SDCERS would incur
apprcmma’{ey $360,000 1o $SGG 000 in additional attomey’s fees and costs
guring this u.me

7. The settiement achioves snbstannally all of the most likely remidts of a Btizated
resoiumon of this matter, and does s far sooner than would be accomphshe& .

SDCo78810
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‘under i lxtigated resolution, ‘at a Jower cost to SDCJ:RS I substannally_ i

* . increases the amount of money contribuied to SDCERS in ihe upcopiing fscal

years, i retums SDCERS fo an actuarially-based contribution methed, and it

2llows the Board to implement the most recent changes in actaarial assumptions’
significantly sooperthan would ethermsc be possfb]a - - .

BACKGROUND
Our analysis-is based on the Following sources of mfom:aﬁm Thxs ﬁmz has beed

. covnsel of record for SDCERS in the Gleasoh litigation since its inception, 4 period of *
approximatély. 17 months. During. that time, we have reviewed epproximately. 100
* barkeérs boxes of documents from sburces. including: SDCERS, ‘Gebriel, Roeder &

Smith (*GRS™, Henson Bridaeit, the City, and Morison & Forester, out of which we

have produced anproxzmate]y 10,000 pages of documendstion. 'We have conducted - 7

approvimately 100 Hours of inferviews with SDCERS Staff, Trustees, Achares,

* Fiduriary Counsel, and indepéndent third party witnesses, We have participated in the

depositions of the . following individuals: Lawrence Grissom, Fred Piesée, Ron
T Sazthofl, "fem Webster, Cathy Lexin, Mary Vattimo, John Torres, Robert Bhun and
" Constance FHatt - We have reviewsd tramseriptions of SDCERS Board meetings
- conducted in June, July 2nd November 2002, We have conducted legal research
relevant 1o the claims and defenses - oplicated 'by the causes of action atated m the
Gleason litigation N oo

Reference to @emﬁc items of evidencs in the fo}lcv\.fj_ncr sections is not, and should not

b constmad as, a comprf:hmswc or exclusive list.of evzdencc Televant 1o the parficular

o issue. add:essad but is instead intended 1o provide an example of ﬂze evidence which
mlgllf bcar on, thv partmular msuc, shotld this matfer procccd 1o tnal -

. SUI\«HVU&RY AND ANALYSIS OF THE FACT 3

n fl;te event this mwatter had pmceecfed to trial, and théreafer appeal, the fo?.lowmg 1ar:ts
-would licely have been proven by a prapondemnca of the evidende. Thus the following

facts constifiie the vectrd vpon which the issues of Jaw presented in the Gfea.mn'

'Imcratlon would have been dE: ided.

A The'$s Agreement {“Wanager's Proposal I™).

. Yo-or zbout June 1995, the. City Manzager proposed an “Employer. Con?z:ﬂ;uhan Raia L

Stabilization Plan™ (“Manager's Proposal I"). The. principal feature of Manager’s
" Proposal I was that contribution rates would be set based on an agreed rate between the
City and SDCERS independent of the coxtribution rate derived from caloulations by

- SDCERS’ actuary, Rick Roeder of GRS, Under Manager's Proposal 1, conmibution

SDCO76811
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_Retirerhent Administrator

" Our File No. 783556570
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Page 4

rates wouid be calculaied on ﬁ}.e besis of the’ pro_]ec’fad unit credit (DUC) ac“uanal : .
- method, with specified contribution rates in the cnsting two fiscal years of 7. 08%-md . .-

. 7.33%. Theteafter, the contribution rate would intrease by 0.50% each year xmtzl the
conmbutzon rate reached thie rats caloulated on the bams of the eniry age norroal CEAN)
actuarizl methcci Significandly, thv Cﬁy Managar g proposal dlso spemﬁad‘

“I_u the event fhat the funded ratio of the System falls to & level 10% -
‘below fhe funded ratio caloulated at the June 30, 1996 actvarial,

~ valuation...the City-paid rate-will be increased on July.l of the year . .

. following the date.of the actuarial valuation in which the shortfall in”

“fuinded ratio is ¢aleulated.” The increase in the Cnty paid rate will be ©
the amount determined by the ac*mary’ necessary torestore o finded

" rafie no more then the level that is 10% below the fanded mato - .
'.:calculated at the Junc 30, 1996 actuarial valuation.” S

The City Managﬁr's.statﬁd reason fnr pras'e.nﬁ_ng the ‘%njaloy'ar’s‘ Coﬁb-ibxiﬂon Rite

Stabilization Plan” was the wanticipated fluctuation- in the Employer’s' Contribution
Rate under tbe projected unit cracht ac‘manal method adopted in 1992

"Sevcra.l Wwitnesses. have testified. tha.t Ma.nagcr § Proposal Iwas prcscntcd to the Board:
. for =pproval - cuqtemnoraneously’ with the City’s negotiation of new labor cobtracts
~with itz unions.  These negotistions included. promised reh:cment benefit
. ‘anhancamcnts for.undon members, Pursuant io City Charder, Atiicle EK Section 144,

. majority of the Board was comiprised of fndividuals whose pensions would have been

- affected by the outcome of the Czry-Umon Iabor nsgotatons

1. Flrst Opmmn Issued by deuc:ary Counsel.

’Iha quesucn of whether the Board wiowd be. d_xsc‘na:gnv its ﬁduclary dm:.e:s in -

adopting Manager's P:Dpusal 1'was submitted to fduciary counsel for an opinion.
. Counsel noted that nothing in'the proposal “chianges the. Board’s discretion to ‘adjust
the zctuarial assurriptions on which the System is based as needed i order to ingre the

" long term finding: mten.nty of the System, This comment, howsgver, failed to take into
-aceount that Manager's 'Proposai Ircqm:cd the contribution rates be set independent of
acherial calolations, such that changes in acmarial assumptions would have no effect

" on ccm‘mblmon :rat&s over th\‘: hft:tune mf t'ne agreameﬁt Nenethe]ess ccumel

*cr:mcludc:i. R

ot Unless othermsc spec:ﬁed all secﬂon refarences to ﬂne City Charter are'to’ A:‘ﬂcln X
the:eof .

SDCO76812
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. “Provided the Crcy—pald rate iy the [P} an] is ot less fhan an amouni
substantially equal to that required of employees for norma! retirément’ -

~ allowances as certified by the actuary, the Board will be acting within

the discretion granted to the Board to adroinister the' System and
*discharging its fiduciary duties set forth in Article XVI, Ses. 17 of the -
Celifornia Ccnstztutzon." :

Cou.nsel’s s‘ta’cement derived. from (m‘tbcu’f referencing) City Charter sechon 143, the

- determinetive provision in the Glegson Htgation. Counsel's allusion to-section 143 _

. drew only on onc phrase (“The City shall contribute annually an amount substantially
equal io that regiired of the employees for nomal mtirement’ allowanoes...”), but
failed to reference, let alone analyze, the subsequent’ phrase (%...as certified by the
actuzry..."} which became the cornerstone of the Plaintiffs case in the Gleason

. litigation. Moreover, . counsel’s letter provided no ana_lysm of the final sentence of

section 143, which again references the inderdependert relationship between SDCERS’ -

. Board and Acmary in 2] matiers ralatmg 1o the retirement system E Dperatmn

2 Additional Ogpinlons Issued by F;ducxar}' Counsel

“In response to questions from miembers of the Board, fiduciary comse) issued 2 second

opimdon: addressing SDCERS’ duties under Cloupool v, Wilson (1592) 4 CalApp. 48
646, and related cases. ‘The Board wanted to snsure that the modification of vested
: pEnSlOn rights which would result from adoption of Manager’s Proposal [ were “offser”

by an “increase in benefits and other advantages granted to the bepeficiaries” of

/SDCERS, In-au appa.mn’t reference o ptomzscd retirement benefit eghancements at

" issue in-the concurrent collective bargaining process, counsel aoted that “other aspects

of the City Manager's proposal” conferred increased benefits om the SDCERS
members. - This; combined with the conclusion -that “stabilization of empio}'er

- eontribution retes is dirsctly related 1o the ﬁ.mcmonmg and integrity of the gystem,” led’
. counsel fo conclude: the Board was actmg ina manner consistent with its duties nnder -
. Claypool. '

I_‘n its sacond -oginion letter, ﬁdumary comnssl also adaressed two additidnal issues
raised by Board mernbers, thet remain relevagt to the. (Heason | litigation, Fusf., conmse]
noted the Board is held ‘o the standard of professional bankers and bark investment
advisors, and therefore has *a duty to determine the financial viability of the City
before it approves contritmtion payments at a level less than that recommended by the
actuary.” Failire to carry out this duty, sounse] noted, woull be a breach of fiduciary
duty, After reviewing the availible information, counsei concludad a process existed

L

SDCO76813
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through wiich the Board could sefisly itself of the City’s ﬁnanma] vaablhty

- Testimony elicited by Plaintiffs counse! in the Gleason litigaton fom several -
. witnssses shows such zn investigation was never undertaker, let alcne complezed to the _

safssfaction of fidviciary pounsel orthc Board.

Next, counsel notsd that, becauss “the Bcard has no zuthority 1o determine benefits or
- to make benefit changes,” it “should not engage in negotiations for benefit changes or

incresses.” Nonetheless, ceriain Board members inguired as to whether the “real
-conflict™ presepted by Board, members voting .om proposals which would confcr_‘
finangial benefits on thémselves would provent those Board members from voling on

the proposal, | F1dm:zary counsel noted that the City Managar s proposal made adcpizon

of increased benefits in the conenrrent labor negotiations contingént on approval of -

© reduction of the City’s funding obligation. However; counsel noted’ fne drafiers ofthe
City Charter (through which SDCERS was established). “were aware of possible
conflicts: of interest inkerent in theé eppointment of fhose [Brnancially mteres‘!ad]
Under these circumstances, cotmsel opived, the “bare .

EL8

- members of the. Board.
potential for a conflict of inlerest does not catcgoncany bar"a ﬁduc:ary fom.
- functioning as s trustee.” Connse] d1d not, however, notify the Board of the existence
of ‘Government Code section 1090, nor prowic any analysis of its effect on the

Board’s ability to deliberate or vote on the issue before it Not\mhstandma ﬁns\

* omission, conmsel concluded

“T}t is our opinion fhat ﬂmsc Board. members who voted in favor of .
the proposal solely in the interest of, and for the exclusive purposes of
- providing benefits to- pummpanta and their beneficiaries, minimizing "~
. ‘employer contributions thereto, and defraying reasonable expensesof
‘admindstering the’ system, did not have a conﬂmt of mtmest sufﬁciem '
to bar b;m or her Hom ﬁmct&onmcr as'a trustee.”

Accoromg b M: Roede::, the performance oi’ reiwant financial marke‘ts dmn the °

1996 through 2000 time frame caused the funded rztio to. far -exceed the ‘tngger”
‘established by adoption-of the *96 Agreement. Mr. Rosder noted. it was genarally
accepted that the funded retio trigger was 82.3%, but because the funded rafio never

% Govermment Code section- 1090 states: “Members of the Lepislature, stals, -county,
district, judicial distiet, and cify officers or employses shall not be finencially
-interested in any confract made by them in their official capacity, or by.any body or
‘board of which they are members.” This section applies to pcrsons in the pogition of

SDCERS Board, members. (Govt, Cod‘a § 820483

SDCO76814
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appmachcd that lc*vei czrtam putential ambiguities in Mnnagcr s Pmposal T were never
resolvéd, _ Co _ ‘
" B. 'I‘he 2002 City. Manader 5 Propesal { “\‘Ianaver 5 Proposal II ",

On Jume 10, 2002 e City Managcr, on behaif of the Mayor and Cﬁ'v Couneil,
requestad that SDCERS approvean ameudment to Manzger's Proposal Las follows

“The foor’ for the acttzanal funded ratio nf SDCERS wﬁI be
- cstabhshcd at 73%.

‘ “The City w:ll pay contibutions at tha ‘agreed .t ra*cs fcr Fvos

hivough FY07 as contained in the Manager’s Proposal. I the actuarial

" funded rato falle belew the floer in any year, the City will increass its
contribution rate on Ruly 1 of the following year'by an emount eqnalta. -

one-fifth of the amouct necessary to teach the full aotuarial rate, The

City will pay this Incressed amovnt for each of - the subsequent fout

years in order to achieve tha full acriarial rate over a five year pencfi”

The C}ty Managar sde::hﬁed & the basis ibr tb.e pmposed amendment ‘several
‘“unprecedented events™ during the preceding two - “years, including the- events of
Septernber 11%) *he - callapse of the dot com mdusiry,” the “overau fall mothe

“investmeni market,” the “specific Ipss of revenues in the Sen Diego ecgnemy, and the

o mnmpatcd raid on local TeveTes by the S’cate of Calz:forma

. ‘Con;tamporamous docnmams ‘5 well as tesumony of multlplc wﬂnesses in ithe
 Gleason litigation; prove that — as with Manager's Proposal I Managcr & Proposal T
was Hrked to the Ciiy’s collettive bﬁ:rc'ammg with its unions over new labor contracts.

The evidence i3 clear that the City promised its'unions ephenced refirement. benefits,

* tontingent on the Board’s adoption of Manawer s Propdsal IL The evidence is likewiss
“clear that {he linkage between echanced retirement benefits for City employees, and
adpprion of a new ‘“conmibution ‘agresmant”  was repeatedly. emphasized in
.commmcauens between Ciry la'bor nego‘uators and. SDC}ELRS Board members,

1. Opzmon Tssued by deucmrv Cmmsel

‘SDCERS Tequested 20 opinden from its current- ﬁduczsry ‘soumsel, Robest: Blum, Esq -

s to whether adoption of Manager’s Proposal [1 was consistent with the Board’s:

- fduciary duties, In zn vnsigned drafy’ opinion letier dated June 12, 2002, Mr, Blum

summarized the gircumstances leading to the Cify Manager's request for advpuon of

- Manager 8 Proposal T, including; the tota] of contributions by the. C:Lty and members 1o

v
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. SDCERS Was msufﬁclcrit 1o cover the nonnal cost dnd intercst on past service cost
computed at the actuarial funding rate; from - July 1996 to June 2002, the difference
between actual City costibutions and actuarially caleulited contributions totaled
approximately $90 million; and, it is estimated that as of June 30, 2002, SDCERS

funding ratic will be close to 82.3%.” The bast’ factor Iisfed by Mr. Blum was clearly

“the most critical from thé City Manager {3 persgeci:ve insofar as “hitting the funded
" ratio trigger” wou]d according o ope mterpmatmn of Mana,,er §. Proposal [,
(supported by at least a plurality of the Board,) require an s.mmedxaze addmanal cash’
‘ conmbuuon of between $25 million and ‘.375 mﬂhon :

g Mr Elum noted ﬂaat since Mzmager s Proposai I was exacuted, the iaw govermng

employees’ riterests in thelr retirement systeim had been “substantielly strengthened,”

. thus limiting the ability of employers to aler contrbution cbligetions ix a manner that
affecied -vested benefits. Moreover, Mr. Blum noted that the a‘nﬂlty to “mmgata"
- funding reductions  through provision of “comparable - new bepefits” was “not
govemmc with respect to the Beard’s respopsibility to act prodently. I it were
governing then ezch time that cmploye,r persuaded a Board to reduce contribotions, it
-cowld avoid thallenges by mcrca_smc benefits, That' would ot pass- cicmemary
, _achlanal reqm&ments "3 L

. S:cr.mﬁcanﬂy ‘M. Bium noted that one of the. questzons ID"t unanswered by the City
~Manpager’s proposal was the means by which the City would fund its contribution”
. obligetion under the proposed modification to Manager’s Proposal I Again,
testimornial evidence chczted in the Gleason htgaﬂon shows the § issueof “mvestzganncr
. the City’s ability to pay™ was not. don dasplts the wam.a.ngs‘ of ﬁduma;y coungel in
baﬁi199ﬁand°{}02. o S Ce Lo

.Aﬂar more than a dczan pages cf azna]ys:s I\ﬁ Blums nns1gned d:aﬁ op:man
comludad ) A I

“Under the facts 5 we understasid. tiiem and for the reascns discussed
-a.bove it is our opinion that there s @ material risk thet if the Board .
' were.1o agree 1o the proposed omendment to the Memager's Proposal
st S current form, and if this dzcmon werg ckallenged in cowrs. a

court Would hold that the decision was not o proper exercise of the
Board's’ Aduciary respomzbﬂ;ngr based wpon the facts before the

3Mr. Bhun’ s'o'pmon on {his ssue ApPEATs to diréctiy contradict at least‘one bagis upon,
which prior Sduciary counsel opined that adoption of Managar s Proposa} Jwasa
© proper exera:lse of the Board's fiduciary duties.
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Board and the seruaries [sic] opinion 1o the confrary. A court would
look at whether the Board had substantial evidence 1o support the
propriety of its actions and there is a material rick that a cowrt would
ﬁnd such evidence lacking,” (Emphasis added.)

Z. Mr. Rocdcr s Preseniation Regarding Manager § Praposal II..

On Jume 12, 2002, SDCERS' actanry, Mr. Rosder, made o presentation to fhie Board

that ‘was critical of Manager's Proposal IL" Among the most important points M.

Roeder made were the- ﬁmdamental inconsistency, from SDCERS’ point of view, -

“between the “enhenced berefits™ aspect of the proposal, and the “centnbutmn relief”
aspect of the proposal:  Mr. Roeder also laid oot the folloviing - facts whzch he
"comf‘}ud&d were :elevant to the Board s decision: - .

()  SDCERS’ role shouid be argely indspendent of the setting of
existing or poteuﬁal benefit Ie:vs]s;“

: (b) E'-ustmc berefits for City employees were not below average
compared tc: other state and pational public syste.ms .

ey SDCERS is ore of the few :amremen* systems o mse PUC

. funding, ‘and on that basis’ has one of the lowest finded ratios in-
Cahfam}'i moreover the ex_lsimv funded 1’1:'-1"{10 is at 1ts Icwest pomt
since the 198{}‘5 and . . .

{d} . The géip between the camputcd PUC actuanal rate and the: City’
. coztiibution rate has. baen mcreasmg since unpl :
pmposal ) : :

Ir. Roeder also Iaoted several mltivatmﬂ factors Foramost'among tbem, it appe axs, .
-wias that SDCERY wenld “be sble fo. meke benefit payments pver the next 10-15 years )

regardless of the Gecision made to'graxt potential additiohal funding: rehef >

In his preseniawn 1o the Board, Mr Roeder stated, “What the City proposns is: ezzr.s-zde ,

the norm for- genem iy acaepted aciuarial ﬁma’ed polrczes (empbasw added},” a

* Despite having besn prominently dscnssed inthe *96 ﬁduciaxy counsel Gp‘;nion lsﬁer,

* this appsars 10 have been the only instance in which SDCERS’ unwilling involvement

in labor negotiations was mcntancd in the process by which Mamgm 5 Proposal I
was apalyzed.

entation- of the. ’96 e
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circumstance which he, feli “placed] zn added bu:dan in our view as tstees o

exéreise our fiduciary responsibility appropriately Mr. Roeder siated that if the
Board was “willing to accept this version of the manager's proposal, I want cveryone
here to be totally cognizant of the fhict that the way I understand the currep? version s it
will [be] possible for the funded ratio to go belbw 73 percem znd possibly significantly
below.”  Fimally, Mr. Roeder made clear hs was more comfortable WTth Mzmawer 3
Proposal T becavse of the “ha:d fioor” of 82.3%.°

Transcﬁpts of the Tune ?,002 Boarci. mecﬁng documant the differcnces of spinion; that

.existed among both Bo_a'rd me.mbers and Staff Yegarding the proper interpretation of
Menager’s Proposal I's “cateb-up” provisions. At issue was whether the entire

- underfimded amount came due in the immedistely following year, or whéther some -

longer {erm applied. Mr. ‘Blum, along with Mr. Roeder; noted that under feasopebly
- anticipated ciroumstarices, if the funded ratio fell below 82.3%, as it was expected 1o

" do; ﬂw caich-up provision wouid require the City to comribute approximately 75 °

:mihcn £ E“Y03
3., 'l'he CﬁManaﬂer s Response.

Or Jupe 18, 2002, the City Mansger issued a memolandum to SDCERS purpomng o )

“réspond to concemns taised by Mr. Blum’s Tume 12 draft comrespondence,  There
‘appears to have been no attempt to respond. to Mr. Roeder’s concerns gs'expressed in
his presentation. Siguificantly, despite Mr, Roedes’s concerns-over “droppmg the hard
floor® from 823% to-75%, the City ‘Manager's memora.ndum left that prov;szon
“unchanged,  Additionally, the City. Manager rcspondcd to’ Mr. Blum’s concern
- regarding “ﬁmdmg status and antic: pate& cmc,s over the later stages of Manager’s
'.P:oposalﬂ’b}fstatng LN . T :'.. .

“This is a 'very broad questzon which mcludse the work zmt:atad by the
Mayor s Blue Ribbon Com_tzee o Clty Finaneks, ;he SDXCERS

"% From the. p&rspechvc of a lmgatmn risk . analyszs perhaps the most’ 51gmﬁcant
variable in the Gleason litigation is the fact that SDCERS® actuary, Mr. Roeder, was
not deposed prior to execution of the Term Sheet. It is, of cowrse, a cerfainty that

should this matier proceed to litigation, Mr. Roeder wonld both be deposed, and tkely
‘become the central witness in the' Plainfiff's case. Based on extensive review of Mz,
Roeder’s files, as well as many hows of formal and informal interviews; it is our
cpinion that ‘Mr. Roeder’s testimony would uldmately support-a-erier of fect in
conciuding that Manager’s Proposal I wes not en actuarially stuind method for rmaking
,conmbmons tp & retirement system.
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schommiﬁee on su'rp]us earnings and ‘confingent benefits, and e
“need to develop 2 long term funding podcy. Ttis recomnended that a
plan and scheau]c be acvc'opcd to complete this polzcy work 5

'Ih., cnb substntive mcﬂlﬁcatmn to the original pmposa} wag an increase in the City’s.

- “apreed contribution rate” fom 0.50% to 1.00% efiective Tuly 1, 2004 This proposal
is, at the very least, pnzzlmg in Hght oz the City Manager's ndn-response to Mr.
Blum’s ‘questions concerning financing,® and the - City’s purported justification for
seai«.mg ccumbutmn reduction fu the frst place, ie., that it ekpeciéd the State to “raid”
City: zevenuc sau:ces bagmmng m 2004 thus worsam_ug 1ts shmi—tcrm f'mancnai
Guﬂook o ’

Cn 5u1y ”DDQ tbe City Ma.nagcr prowcied SDCBRS with anothcr memsra.ndum E
LR anfymg” the terme of the proposal, as well as responding 1o concerns by Board -

members. Significantly, the City Mapager's “clarification” stated that the City had

agreed 1o increased beneﬁts for it§ employees during labor negonauens, “con‘anrrent“ .

upon SDCERS accaptmg a reduetion of its comnbutcsn éblivation; yet in response. oa
Board member's question 45 io why SDCERS was p]acn& in the middie ‘of labor
‘Degotiations, the City Manager denied sugh a thing had occnrrsd. Also sipnificant was
ths ‘City Manaeer's response i the Board's question of “why we- should sssume. the
Cny Wsll ﬂnd It easier 10 pay much b.lgher pension costs in the Fabare:™

“Rwill, not b easier por deszro&s, J'ﬂst nccessary

'- No further mfonnatloa was prowded as to bow fne Cﬁy wou]d mcat t}:xe conh*buncm o

: obl:gatmn ouﬂmed in 1ts proposal_ i

o Ju]y 11, 007 Board \Ieetmg. ' oo
' -On Ju.y 11 2002, nother. Board meetng was. held at. wluoh M Blam nrovxdcd an

analysis® of. the eftect of the “cha.nges" tha Cliy oﬂ'ered in an eﬂ“ort to gam ac::apiance e Y

e Dmcovery conducted: during the. Gfecr.mn Imgat:cm s produced only.a smpie: ,
- memoranduin prepa:cd by the City, purportscﬂy in response fo Mr. Blun’s statements -

.. regarding investigation of the City’s financial condition for purposes'of detennining its

-2bility 16 meet the anticipated financial budens of Manager's Proposal 0. Hewever,
the City' memcrandum addressed oaly its superfor credit rating, snd not ifs #bility to
diaW on -existing or anmnpafed sources of revemue fo mest its cash contribution

obligations. The evidentiary. record is otherwise silent as to &y . mv&shgatlon by

-, BDCERS of the City's ability to make annual confributions.
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- of hfra_nauer 5 Pmposal I At that meeting Mr, Roeder made clear hat the £2.3%
trigger would be hit in Jume 2003, 'Ihursaﬁer the Board devoted its discussion 16 the

differsnce in funding obligations bemf:en competing interpretations of Manager’ s,

Proposais Tand Il. Afier lengthy end detailed discussions, Mr. Seatheff prcpcsed that

the 75% trigger in Manager's Proposal 11 be replaced with the e:usnng 82.3% trxeuer )
Additionally, the modified propesal would incorporate the provismn in the cmgma!
Manager’s Proposal I that gave the C;ty five yes.rs after the fmpger was hlt fo “reach

the ful] aﬂtaarlai rate.”

‘In the, final minutes of what ‘was a very long meetmg, before a vote was talken, tha
Board. asked - both M. Roeder and Mr, Blum whether adopting the proposal wag “a
prudent exercise of our Iesponsibmly M. Roeder appears o have responded that the

final version of the proposal fell sbmewhere between Manager’s Proposal T and the

ongmaI formuiztion af Manager's Proposal I Mr. Blom stated it was dlff cult to give .

' ®an on-the~ﬂy cprman bef'are conelnding:

“T can tell "you sz 1ot sasier to give &0 opm:cn tHat Jou would not be

dt material risk. -Exactly how far that opinion cam go, exactly whet the
 words are, that's & ]ztﬂe dxmcu]t tc tcH you because we don't have the -
fac“ss i : -

- A vote was taken Jmmec{zaialy thergafter, in wluch tha modﬁed Managar § ?mpasal II

“passed. 8 1o 2 wﬁh ons abstentmn.

o 5 - ContractNﬂvomhous . e e
: -'Emm J'uly through November 2002 I\ﬁ B um and Hig: partner.; Cons’same I—ha“t

' _prepared mitple drafis of a. ﬁduc:ary opinfon Jétters o fhe pm}me‘cy of 1hc Board? .

adopting Manager’s Proposal 1. Atthe same-ime, ¥Mr. Blum acted a5 SDCJ:RS lead

" pegotiator vm.h the City regarding the cositents- of the contribution a.grf:ﬂmanf. that

would nltimately bccomc the fnal versior of Managér’s Proposal IL. . As 4 result, Mr.
" Bhun-becasme the privnary witness 1o the process by which Manager 8 Proposalﬁ Was

Co cre:ateq, mdorsed and adopted.

o Unfommately, both Mr. Blum and Ms, }ﬁatt were mt:::ﬁsc‘mre W*izv*sscs Whm ﬁeposed

i the Gleason Xtigation, Mr, Blum and Ms. Hiatt both festified that they “do not.

* recall” researching, analyzing, or otherwise investigating, whether Manager's Proposal
IO would violate Charter section 143; mor was either lawyer able to-recall Having
- considered whether the Board's adoption of Manager’s Proposa] IY would violate anti-
. finimeial interest laws such as Government Code seetions 1050 et seq., or 87100 et seq.
Ty any event, the opinion letter Wtinpately issued By, Mz, Blum made no mention
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whatsoever of the zmuac‘l of skctions. 1—:, 1090 or 8’7}00 on the Baa.rd’s decision.’

‘Moreover, Mr. Blum ws mnable to explain the emission from his finst opinion letter of
mote than two dozen facts regarding Manager's Proposal I whick had been set forth in
support of the neuatlve cenciusxon sta_ed in his June ZOGZ “drafy opmmn Ietter.”

On November 7, 2002, MI Reede:f prmf:ded certain written “statemicnts i in rcvard o
the smendment 1o the Manager's Proposal™ From the perspective of the Gleasorf
litigation, the mast,s_lgmﬁcant stztements Mr. Roeder made were: ‘

“©) Teis likely thar the '82.3% f:riggér point will be kit by June 30,2003,..

- *{d) The higher the City's cemﬁbuuon lﬂvels the better the fonding
-statos of SDCERS

4@

“(g) From 2 pure actuarial viewpoint, it would be best to hold the City

o the exisling Manager's Proposal and the §2.3% trigger (particutarly

. if upe of the two ‘nigh contribution rate’ interpretations of the effeus
of hlttmg ﬂne trigger were - to prcva.ll) ?

. Mr Roeder s letter did not mclncie any statement to the. effect thai wdoptmn of the
. modified Manager’s Pmposal I conformed 1o generally acsepted gctuarial prmczp]cs
or that #was a pmdent exercise of ﬂse Board's ﬁducaa:}r respozzsibﬂﬁ:y

~On Novamber 15 2002 Mr B]um reported to ‘che Board on ﬂze results of lns
negptiation with Czt}' represemames revarémg"'the pmv:sxcms of: t'be Memorandum of
’ Understandmg setiing forth the final terrms of Manapst's Pmposal TI. Notwithstanding'
“unzesolved issues relafing to linkage of benefit enhancements 1o conmbutloﬁ reduction,

8§ well as-jnvestigation of the City’s abjlity o make the projected comtributions called .
-for under Manager s Proposal 11, the Board's discussion centered on. assumptions

enderiying the, exemplar caluuiatmns ) ﬁ}e Memomémm oi' Unécrs‘zandmg.

S:ﬂmﬁcmﬂj’ thc ﬂrst mention of “mdcmmﬁcahcn of ﬂm Boaid' by tht: Clty for

~unspecsﬁed consequences of adopting Manager s Proposal II appears in the record of

7 & version of this letier. dated Novambar 5 alsv.exists. The differences be tween the

- tw0 Versions appear immaterial, bu‘i have not been fully ﬂxvlored during dzscovery in. .

the Gleasor Litigation.
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the November 13 niseting, Trarscnpts of the hearing indicate the chsc:ussmn became

extremely contentions and acrimopious. It appears from both the minutes and

iranscript that the Board concluded Mr, Blum essentially supporied adoptmn of the”
MOU because the Board had engaged in prelonged. and diffeult evaluation of the '

proposal before adopting it The record does mot include any discusgion of the
propriety of the Board’s action in light of the relevart language from Cherter seciion

143 or op’ the issue of disqualifying Anencial interesis tnder- -Government | Code .-

sections ‘1090 or 87100° naused by the imk betweaﬂ beneﬁt enhancament axzd

) co::tnbumon reducmon,

_Fmtbamm:a at least one Board member ac}mow}edrred ihat Mr, Roeder was “hes:tanf” .
to.endorse the pmpc:sal Mr. Roeder confimed this mterpzetamn of his feelings, .

smting that he felt it was “inappropriate” and placed the Board in “a no-win, cmlanon"

of evaluating a contdbution relief- ‘proposal- that was linked to enhanced bez:e:f s for

miembers, Nonednclcss the Board ve’ccd 1o adopt the MOU

Tmee ciays later, on, Navember 18, 2002 --the same day on which Managar 5 ?‘roposal .
II was dated acd the City Council reselved to mdumzufy SDCERS’ Board members - |

"Mz, Blum provided SDCERS with a signed opinion lewer, conta.mmf-*r an exiensive,
albeit retrospective, summary and analysis of the Board’s decision t6 approve the

“modified Manager 5. Pmpusal iL M,r Blsm summmzad the Board’s ‘decision 8

'mllows

“Tn FSSEHC\», tha Board desided ‘scx trade patentxal cc:mmvers-y over the

' ‘.meanmg of the cumrent Maneger's Proposal and- the possivility of
= rscewmg su’bstanna}iy ]:ughc.r coniributivns fom the City if the 82.3%
s ,mvgsr is'met in exchange for- matenaﬂy higher contributions if the.-
trigger is not hit, lower contibutions in'the Brst five years if the trigger

is Lit, a date certain when the. fal]. PUC rate is ccm:z'buted and
agreement on rapid’ movement ‘fo IAN starting ai 8 esd of ‘the

“trangjtion penodﬁ’ ) . . ‘

‘ ‘Despxte Mr, Roeder’s mulhpie cnhclsms of Maﬂac'cr 5 Pmposal II, Mx. Blums omljr-

mention Df Mr. Roeder’s analysis was that the “tremsifion period of moving the Clty to
full PUC 1ates and then to BAN ‘Tefes is reasonable based on the temns of the
Agreement”  Mr. Bhag's’ ‘reference 10 this [imited aspect- of Mr, Roeder’s overall
cono?usmn is puzzling, since Mr, Roeder explititly stated fat “from & purely actnarial
‘viewpoiat,” Be preforred there be no rangiion period. ' Mr. Blum’s “final”. opinion
letter did mot explain what caused him o omit pmerous negatve Tacts regarding

Managar § Proposal T which appeared in his.eatiier draft opinier letter, nor did it

SDCo76822
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addresa’ section 143 or the Govemment Code’s finenciel interest stames,

Umarmnately, isst:mony by Mr. Blum and Ms. Hiat‘ failed 16 shed any lght on th»se -

DD’H.SS!OIIS

6. Excctmnn of Manawr’s Proposal 1.

On November 18,. 2002, SDCERS cx::cui&é Lhe Agresment aéoptmﬂ ?\/Iaaager s
Proposal . Significandy, the recitals included 2 statemnent that SDCERS recognized -
that “under éurzent fiscal cmumstanccs, undue hardship would be imposed on the City -
if the Board were t require that the City immediately increase its contributichs 1o the

Full projected unit credit rate caloulated by SDCERS” actuary.” Also significent was 2

previously unmentioned provision allowing the Board to “nullify this Apreement to the
extent required by its duties established under the Celifornia Congtitution and 5o one, '

sbali have avy habzhty for Iosses or costs on account of such ac‘aon. ol

On the same da.ta SDCERS and- t.hf: C1ty executed an indemnity zgreement, whick *

provxdﬂd “the City shall dafend, indemnify’ and hoid harmless all past, present and

. firture ymembers of the Retirement Board agatnst all expenses, judgments, setlempste,

Hability and other amounts actually and reasouabiy incurred by them-in ¢onnection
" with any claim or lawsuit arsing from any act or omission in the scope of the

. performance of their duties as Board Members under. the. Charter.™ - Although

. referenced saomdxc:ally th.roughout the’ emdentlary recerd, there e no clear pickire of
. predisely how of why this indennity’ dgrcement was executed tomempuraneously with
-documents telating to Manager's Proposal IL. - Informal interviews with Staff and City

) _Q affiliated witnesses suggest the City bas such agreements with each of it related -
agencies, and. that execution of this indemnity agreement was intended only to provide.
SDCERS the same’ protcctmon prcmded to p°rson5 Serving on. othcr Cf}uralatcd-

- :anhﬁes

SUI\@LARY O TEE LI’IIGATION

" The- G’Zeason hugannn s comprised - of three separale. lawsmts which wete

‘consolidated for all purposes on SDCERS’ ‘miotion’ (“Complaimt™). All claims stat ed in

e three actions vni} be mclucied in 'the class settlemant, bu‘t a;e m:mmanzsd separaie:ly _

“below,

- ¥ Al wimesses, save Mr. Blum,’ recail that mcluswn of e “muilification prowsmn

“was Mr, Blum’s idea, and that it was incorporated in the MOU over strong objections
“from the City. Mr. Blum, however, testified this provision was the Bcard‘s idea, zud
that he simply fcilowed instructions in nt‘:gc‘haﬂng for its inclusion in the final
awrct:mcm. .
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Al Glewson ﬁi al. v, SDCERS el al, (“G’Ieason I,

This 15 the only one of the three consolidated attions o have been filed as a putative.
class acton. The putat:ruc class is alleged 1o be “all those perscns who are ne Jonger ¢
employed by the Czty and are entitled to receive bepefits Fom CERS CThe

- «defendants mt’ms aciion are SDCERS and the City of San Dieg_o

The gravameu of Gleasorn f is that Mas:zanfer s Proposals I aed I violate both Charter
Section 143 and former Mumcipal Code ‘section 24.0801 by failing- fo provide for

ﬁmamcr of the Retirement System according 1o the “actuarally calculated rate.” The .
Compiamt states a first cause of action for declaratory relief that- (a) “the City has )
violated the Lity C‘hm-ter by failing to fund #s retivement plen o8 required by Article,
T¥, section 143...™'% (b) the City hes violated San Diego Mummpal Code secton

24, C»%{?ﬁll3 by ‘fa:lmv ‘to fund its retirement plan as reqlmed” and (c) “the City has

s Purguam 1o the Board’s mstruchon ‘we have aﬁemp‘ted to persuade the other parﬂa.; o
seek a class certification which will also inciude cument City employees, such that
approval of the setflement wonld bind both the class' of Surrent members of the
retirernent system, as well as.future members. As of the date of execution of this letter,

it appears untikely the partiés will agree to'such class certification because of plaintiff
;counsel's new demand that the parties agree to The amount af fees he will be awarded '

as a condition ta expanding: the sefflem ent class.

e Charter Section 143 states, in _pcrtmcnt part‘ “The City shall comtnbute annually an
anount substantiaily ‘equal 1o that reqiired of the employess for normal retirement -

allowances, as ceztified by ther acmary, Tt shall not be required to contribute i in excess
of that amount;- exccpt in the case. df ﬁnanc;al Hiabilites accrumg under -any new

Tetirerment plan or reviséd retirement plan because of past sefvice of the: employees, -
The mortality, service, experience or_other fable caleulated by the acturry and the -

‘valuation determined by him and appmved by the-board shall be conclusive and final,
z2nd any Tetirement system established under this article shall be based thereon.”™ '

M Prior to November: 18, 2002, San Diego Municipal Code secfion 24.0801 staied, in

pertinent ;pact: ©..dhe City shall comtiibute to the Retirement -fund:in.- Tespect to

" .membess a percentage of - earmable compansailoﬂ as Hetermined by ‘the Systam 8
- Actuary putsuant lothe amma} actuanial evaluahon retuirsd by Section 24.0901...

As part of the emactmem of Managcr s onposal 11, this sachan was amerded o stater

- *The City will contribute 1o the Retirement Fund, on behalf of Members employed by

- the. City, ‘the amomlts agreed. o i the governing Memorandum of Understanding .

“between the City and tha Board. The Actrary seperaly determines the City’s
contributions for General Members, Safsty Members and Elected Offcers. All
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) vmla‘cé:d San D:ego Mumcm,.l Codé section 24 11 11‘2 by faﬂmg to fund its- ret::emant' ‘

pla.n as reqmrcd.”

The Comulamt s second canse af' aetion sought 2 Judmal dec]aratlon that bDC_,RS -
bresched ifs fiduclary duty to its members by allowing “wnderfunding” of the
Retirement System, and whether such underfundmo has “unconstzmhonaﬂy mpmr&d .

Plam?zﬁs vested contractual nghrs ®

Fmally the, ﬂmd cause of action songht in pertinent part“(a) restmmou by the City of ‘

“all amounts owed torthe CERS’ [sic] trust fund as & result of the City's past viclations

" of laws® (b) an mjuncmon prohlbmuc the City fom unlawfa! underfunding of the, .
CERS’ [sic] trust find in the fiture; {c) money darnages to the Plaintiff class for
Tetiverneit bepefits w‘uch could have and would have been paid but for thc: defe enciants '

unlawﬁ:i ctmcnsct

B'. Gleason v, SDCERS ( G!easo:z ),
This tawsnit was Hled by Plaintf ] amizs, (leason mchwduaﬂy, uammg unly SDC‘ERS

‘as a defepdant.” The comp]ami alleges the Chy proposed to inerezse pension benefits

_for active  City -employees, cozzcizhoned vpon the Board’s adoption of Mansger's
“Proposal Il The Complaint fizthér alleges that certain SDCERS Board members
{(Cathy Lexin, Ron Saathoff, Terri Webster and Mary Vatt:mo)” had a “fnancial
" inferest” in the proposed pension benefit enhancements within the meaning of that term

" as established by Government Code sections 1090 et seq., and 87100 et seq. Finally, -
" the Complamt dlleges the foregomo individuals failed to disclose: their ﬁnanmal mterest -

in the transzction bafcre: vc:tmcr in favor of Manager s Proposal IL: w7, 5 v e

: dtﬁczenmes that otenr -dus 1o the adoptmn of any Ram:ement Oréma,aces st ‘ae ‘

amomzcd overa pcnod of 11111’:} yeais-or less...

2 Section 24.1111 stated; in pertinent part: “The Clty shall contribute to ﬁm Rﬂ.:zament
Fund a pzrce:macz of compensation eamable us Getermined by the System's Artnary
 pursnant 1o the anaual actuarial evaluation. The reguired- City conirtbutichs shall be

'datezmmed separately by the. Ac‘mary For General Members and- far Safety. Members ”

13 Notwithstending Plaintiffs’ vaguely worded: allegation; subsequent diseovery ‘and

) mvz:sugatzon mdzca*fes the. amouni’of thzs damaae claim: Wm:ld have been between.

$12C million and'$130 milfen.

M Although Plaintiff could have named these mdmduais as d..fendants in this Tawsuit,
He. did not. ‘Thus, the individual Board members identified fn' this -action have never
faced persenal hz;mey for vmiaaon of either Qovr:gnment Cods section 1090 or 87100
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The Complaint states. 2 first cause of action for viclatien of Governmient Code secton
87100 based on the participation of allegedly financially interested Board members in
the vote o Manager’s Proposal IL "The first cause of action setks relief in the form of
. an order “Invalidating the decisions of CERS board of sdmimisiration to approve the

City’s pioposal.” Plaintiff seeks precisely fhe same relief in his sseond cange of action
for vigtation of Government Code section 1090, ' : ‘

“C. . Wicemm y. SDCERS. : .
" The last of the .cons'oliéatéd actions was filed by Plaintiff Rosado Wiseman,

individually, against only SDCERS. Although the gravamen of this action attacked the
- City's practics of appointing designees 1o it on SDCERS’ Boird in place of the City

- Auditor and Comptroller end City Manager, the City was ot named as-a defendant,

“This action is based on the.contention that Charter section 144'% requires that thé City

. Manager and.City Auditor and Comptrofier themselves sit on SDCERS’ Board 2y )

Truslees of the Retirement SyStend.  The Complaint’ sesks an-order invalidating

* ‘SDCERS Board Rule 7.40, which states “[aln ex oficio Board member may desigrate.
- a member of his or her staff'to sit in the ex officio’s place onthe Board.” Althouph the.

. only purpose Plaintiff alleged for bringing the action was “that the phrties can ascertain

. - thelr respective rghts and duties,” the Comnt accepted SDCERS’ argument in support

of its motion to consolidate the thres actions that this' Complaint served as yet another
" vehicle by which the Plaintiff class seeks to invalidate the contribution agreemenis, 18

L LITIGATION ANALYSIS

e following analysis is organized acéording to the 'z;nﬁciﬁétqd chronology of events - .

-should the Glenson lifigation not. be resolved by settlerent, based onthe ordet of

" sighificarice to Plaintift counsel rather than the order in which they, appear in the threg .

. Complsints,

¥ The relevant excerpt of section 144 states: “The syster shall be managed by'a Board

“of Administration ‘which is hereby created, consisting of the City ‘Manager, Ciry

. Avditor and Comptroller, the City Treasurer,., Members of the Board, other than ex
officic, shall serve six years or until their suecessors are elected...” ’

€ We b not provide a detailed analysis of the merits of this action hersin, insofar as

- The setilement will restlt’in dsmissa) of these claims with prejudice, and we consider

‘the potential effect ofthese aliegations on our litization anslysis de minimis, at best,
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A - ﬁDéclarata’r’v Relief _Re'sa:.ﬁdins Charier Section 143,

 Pieintiifs claim for dsc;a.rétu'zy. yelief rega'rdinv Charter section 143 is before the Court: o

. in the form of @ Motion for Summary Adjudication, a procedure by which the Cowrt

Ey demda a discrete legal issue prosented by the Complamt withowt resolving all -
. disputed Issves i a fnal judgment. Pl aintiffs’ ‘Motion fs made ox the zrounds thiat the

- plain language of Charter section 143 requaires the City’s employer contribution rates
be derived ffom actuarial caleniaton, along with Board oversight and appmvni of the
factos and -essumptions ised to perform snch calculatlcns The effect of a ruling in
Plaintifis' favor on this isste would be 1o declare Manzger's Proposal I and T #llegal

"+ contragts, thus nvalidating the * comnbu'aon agreement” method of funding on & gamg_

" -forward: hasis, SDCERS initially opposed Plaintiffs’ Mbtion, due’ to inclusion of R o h

several te:chnmal facinal defects Tegarding flmﬁmg Tevel caleulations. However, afier
Plaintiifs agecd to abandon their faulty arguments, .and in an effort to streng&heu our.

negotiating posture with the City, we mﬂ:draw SDCERS' ‘opposition a:nd filed a. Not.lca
of Non~0pposmon 1o the Moﬁon, ‘

This issue wowld be tHe first to be dec1dad by the Court, which. wou*d rule in advance

of the frial date, Plaintff counsel has stated that in the event the Court riled im

Plaimiffy’ favor he would dismiss the remainder of the litigation to permit an éxpedited
appea} of the mal court’s ruling by the Clty, which. would be certam to follow. -

" Jn.our opinion, a mnmﬁcant posablhiy ex;sts ‘ehat ‘tb.e Court wcu]d grant. Pjamtxﬁs’ o

Motion, sad enter 2 dec}aratery judgement thet Manager 3 Propoqals I and II violate

Charter section 143 and are the:rafom mwahd. COnar memn is based on two 51gmﬁ::ant '

factors oy o T

,,.F ust the case Iaw on 'wbich ﬁus issue Wou]d bc dccldcd "Eavors P}amﬁffs “interp

.advice designed to .estimete the funding: reeded to’accrie & guarantesd retitement
allowance upon retirement.” (Int’l. Aswn. Of Firefighters v. City of Sam Diego: (1983)

. 234 Cal 3d 292, 296 The Supreme Court cmphasxze,d “the eatire [xan:cane.nr} systam is
“ based: on ac:‘manal ad.wce: T w297 -

.Comts of App\.al havc fo?lowad the" Supremu Cow:t s characic:m:anon of defined
benefit Tetirément plans as actuarially based. In an opinion addressing the issue

‘isherent in the. theory purpartedly suppcmng Manager's Proposals T and 1T - that short .

ot u::derfundmg would be made tp in later yeats — two Courtsof Appeal have held,

© “[wihen contibitions are delayed beyond the date assumed {by-the acmary], the plan ‘ '

rctahon‘ -
of Chaﬂar section 143. The” Ca%:fomm Supreme Court held 1 198 1983 that” thc C1ty“ :

o CharLr, as amended in 1955, ptowdes for “a retirement systern in Which contributions -
ofthe employees-and- Clty 10 the fetirement furid are computed on the basis of aetuarial .
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' falls out of astuar.{al balafice and acmanal soundness is endangered™ | (Baar‘a‘“ of ’
Admiistration v, Wilson (1997) 52 Cal, App. 4% 1109, 1140, see also Bianchi v. City of
. Sam Diego (1985} 214 Cai.Anp 5d 563, 871 {*“the:retirement systert is & omntrzbutmy .

sysierm, bascd on agtuarial tables established b’y the Retirement Board,...”.) Thus,

-wiile ne tase has squerely considered the precise issue preseited here, we conchude the. .

forsgoing authorites. would influence fhe wial (nd .appellate} court’s raasomng,

-dl@t!:mﬂ it favorably to Plamtzfzs’ mtezpretahon of Charter section 143,

.Th‘e “‘second sxgn;.ﬁcant fa;::torr isa factugl one. As the Boaxd is aware, buﬂ;' the .

Securities and Pxchange Commission, and the United States Amomey, are

',mv:stxgahno whather . any. laws have been violated, part as the result of a}legediy o
‘misleading statsmﬁmts in City bond disciosore statements. One of £ the City’s batements
© under mvcsngatwn relates 1o its foniding obhgaﬁoﬁ to the Refirerment System: “State

lepislation reqme:s the City to contibute 1o CERS- at reigs-determined by actuarial

 valuations.” -This statement appca:cé in bond disclosue documents jssued while
. Manager's Propmsals I and ¥ were in efféct, The bond disclosure. documents were

submitied 1o the Court as supplemental exhibits to Plaintiffs’ Motion (after SDCERS
filed jts Notice of Non-Opposition), It is xeasonable to anticipate the Cowt will

‘mtf:rprci this staternent as an admission by the Crry that Charter section 143" does

. require it ‘to, make contributions “at rates determined by actuarial valuations.” The
. Court could proper iy disregard the City’s suhsequent contradictory statemients zrade in
support of its opposition 1o Piam‘ﬂffs Moton (See ?%ompson v. Williams (1989) 211
LalApp.3d 566,573 A party cangpot rely on contradmﬂons m his own testxmony tc
: create amable issue of fact.”). ) . -

-Thercfore, bascd on. thc Iagal and factual” foundatmn on whsch P]mntf'fs Moﬂom is -
. based; "we conclide d: mg:wﬁczmt passibﬂlty"exzsts “thiat tHe - Couﬁ -would grant the
“Motior: - The effect of this Motzon‘wouid ‘

“Manager’s Proposals 1 and T, and rétom. theRehremezrt Systém toa contribution rats |
" established by actuanal salsmauon, ads:mmstered and approvcd by ﬁ'lﬁ Boa:d_ .

validate, on & “going-forward basis,

' _'_Plamtsz ccmnsai has stated, in the Ccurt s presence that in t}aa avam the Mchou is - -
granted he will: ch]y dismiss the- remainder of the Gleason Titigation to allow forem -
~expedited appeal of what he considers the central Jegal issus in this case. The time Yine.
~for -appeal, even under- expedited circumstances, would resalt in.an opibion fom the

Court of Appeil by appro*ﬁmate]y July 2005, and possibly as late as Jemhary 2006, In

- ' the event this sction is not setfled during the- -pendency. of the appeal, & petition fbr

review to the Califormia Supréme Court would ‘almost certainly be ﬁied, further

E delaying enforcament of the trial covrt's m]mg il date 2006 or ealy 2007,
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It is exu-emaly Effault 1o predict how the appeila:e courts wouid rule pn tius issne,
particularly given the poss:bzhty of new case law being decided during the pendency of
the appeal. Howevér, the possibility that the trial court’s ruling - would e upheld by the

court of final review cannot be dismissed as mere speculation. The factors identiffed as
- likely to influence the tdal cowt’s decision will also inffuence the sppellate coust's

canalysis. It s our opimion those factors work in favor of 2 conclusion supporiing
Plaintiffs’ interpretation of Section 143. Thus; should Plaintiffs’ Motion he granted,

. the Board would probably have an enforceable judgment allowing it 1o set contribufion
 rates free of the Hmitations of Manager's. Proposals I.and II in calendar year ?{}Dcr, o

_ a]lhough t'he Imal Judgmant could be delayed until ear]y 9007

. "D.- Breach Df F:dumary Daty.

E Althouvh Plaintiff cotinse] has stated Lis mtcnt:on to ‘disiuiss 1hc belance of the
"C—'leason Litigation in the event the Court grants the Motion for Swmmary Adindication,

we include inour htlgauon avainaﬁon ’the fallomo assessment of P]amnf“s other =

c}alms

Plaintiffs have stated a clam agamst SDCERS as an’ Brztlty (zather than agamst.'

individual Board members) for breach of fiduciary duty arising from the decision to

adopt Manager's Proposal 1Y, as modified by the July 2002 vote. Plaintifie™ ‘breach of
_Bduciary duty claim is szylcd as & ceuse-of action for declaratory relief Howeves,

Plaintffs bhave included.a declaratory telief claim regarding ' the amount of -

unﬂe:rﬁm:}mg allegedly cansed by the adoption of Manager's Proposal I -Therefore, it
i tech.mcaﬂy possible for “damages” to ba awarded based ot ﬂns clazm o

CHis mportan‘i to undﬁrs*tanc[ thc .t:aturc of an"y Such “damag»s ﬂzat rmght ‘zx: awaxdc(i
“based on this tlaiz, Plamtzﬁ‘s only miexest, ak members of the Retzremem System, is
"in’ fimely receipt of thejr individual® pension benefits. - Under these- cu:aumstances
Plaintiffs are only “damaged” by the alleged breach of ﬂducmrv duty if they prove by
-prepanderance of the evidenoce that adopﬁou of MBIJEIUGI s Proposal 11 causes them o
. receive Jess than the vested pension benefit to wim:h they are mdm&ualiy extitled.

. Furtilemcre SDCERS’ aetuary bag stated in writing cm severai oocazions — each of .

7 Plam’affs causas of action purport 0 aﬁack the demszon 1o adapi Manavers .

ProposaJ Tin 1996, as well. “However, we consider it at least probable that the Cowt
woilld tale this aspect of Plaintiffs? claim is baed by the three year statmte of
limitations’ governing claims for dscla:atory relief, and therefore da not analyze (his
-aspect of Plaintiffs’ ‘Claim in any furfher. detéul {See Abbott . szy of Los: .4nge!es
(1958) 50 Cal. 2d 438 483~ 464) P
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“ufhzch wculd be infroduced into ewdence al tial — that 'the Retirement System
* 'présently ha sufficient funds £ pay all bepefits currertly owed to existing revizess ' as

- those bemefits come dne, Therefore, even in the event Plamntiffs prevailed on their ©
" claim for breach of fiduclary duly, Wwe con51der it w.mhlialy that ‘Ehay could prove:

_ wmpeumb}c ca.magcs as,a result ‘fhcreof .
‘Am:ough we prevxov.siy concludcd Piamt{ﬁs may prr;veul on their declaratory reiaef
clazm Tegarding Charter section 143, we. do not consider if 2 csrtamty that they would
therefore ‘neeessaTily pravail on the aszociated claim for breach of Aduciary. duty, Tt is

_important to bear in mind that the declaratary relief claim regarding Charter section -

--143 presents a narrow and techuical issue of law which the Court ‘considers ‘withowt
zeference 1o the process by which fhe Boa:d ddopted Manager's Proposal IL Indeed,

© that process Is Epelevant to the Gourt's decxswn feking prouass m rulieg on tbe
Charrer secncn 143 clalm, . g

_ "The breack of ﬁciucmy duty ciam:i presents z cinﬁ‘erent qucsﬂon, one for which tbe

Court ‘must examine ev;derzce regarding how Managez"s Proposal T was presemied,
what the Board’s re:@cms: was, end ultimately,: whethcr the Board's decision fail
-, ‘below the standards of reasonableness imposed on a fdvciary. A fiduciary breaches its

“duty to its’ beneficiary when it either (2) acts n 2 manner which fails fo placs the .

- ~heneficiary’s interésts above those of the Sdudiary, or {b) acis in & manner which is

“unreasonable” under the circumstances: (Cal Const., . Art. XVT, §17, subd. {(bY; Hirrle

. v, .Sante Barbara County Employeas Retirement A:.m (1985} 38 Cal3d 374) Uhder
© - the facts of this case, th=sa tesis cmﬂd be apphed mterchangeably W the BU"' ’s

T chad&nged c:onduct.

ﬁ'-f.]Defense of th° hre:ach of ﬁdumary duty claxm wauld center on several s:g]:uﬁcant items

"of evidence: Farsr, the Board rejected the c»ngmal proposal i Iarge part because it
lowered the *finded /Tatio trigger™ fmm 82.3%, which fts*actuary opinsd was. A
appropriste safeguard levd, Ao 75%. " In 11ght of “evidence ‘which exisied af the tme

.showmg & substamal hk,ehhood tbat the ﬁmded Iatio Wouid &I he]ow 82.3% in the

38 platniff counscl h&, qaestmned scverai witnesses dunno éeposmon revartimg this
assertion. ft s clear from plaintiff cownsel’s. questions.theét the' rebuttal to fhis

" contention “Wwould ccntcr i the Tact tat the calontztion assumss esscnﬁally all of the -

Retirement Systém's assets are -ised to mest pension obhgatacms owed to existing
" refirees, with no emount allosated to future retizees, However, in light of the fact the
plam‘aff class {should this matter be tried) would copsist, axclusweiy of -existing
refirees, T is reasoneble 19 antzmpaie the Cowrt would exclude pjanuﬁ' counsel’s
: a:gumant as xrrelcvant to tbs clazm asseried by the plaintiff class

T A O e R T e
i
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enswing fiscal year, thus tiggering © “catch- ﬁp provzsmns which increased Athc"Czty g
agreed contribution rate, the dcc1s1<>n 1o’ ‘reject this prows;oa of the City’s rroposai and -
: 'damand the §2.3% tizper reinain in place. constitutes substannal avzdenca of a proper- o

exercise of the Board’s ﬁduclr:uy r..@onszblhty

The Board aiso conditioned its’ approval -on spvczﬁcdmn of the method 'and rdte by .

" which the Citv's contdbuticns, would increase in the event the funded ratio fell below
82:3%, thus aédmg further certzinty o the Reétirement Systen's near-term future.

Further, the Board” reqmred the anmual contributions ‘be increased Fém the propose:d ‘ '
rate of 50 basis points peryear, 1100 basis points per year, thus halving the ‘n.me m -

"which the City would returnto “full acu.mal rate” Finatly, the Board negotiated the

mclusmn of a “nullification pmvzsmn, Wbmh pérmitted it to nu]b.zy Manager's |
~Proposal I in the future if thanged circurdstances reguired it 1o do so in furtherance of

its Consum‘aom duty to pratect the Ecng-term mtegnty of the R&t::r:mam System..’

-Thc Board also relied on ﬁduma:y c:ounsal for analysis and opiaion. I-Iuweve.r the : -

tortured history of the opinion nltimately issued ‘by fideciary, counsel’™® would hksJy
- undermine &ary’s willingzess to conclude thc Board properiy &Jsvbarwcé its ﬁduczaly
.-duty ‘based on this cvidence, : .

‘ .Whﬂe the foregoing: hst constitutes awdence in defense of the Board g demsmm itis .
. fmportant to-note that countervailing evidence exists which, in our opinion, 15 sufficient -
-to meet Plaicdiff's burden of proof on their allegation that. adoption of Manager’s

“Proposal If violated the Board's fiduelary duty 16 members of the Retirement System

" .Foremost 6a this, list 1 is-the: testimany- of several wimesses that,. despite having been

" advised -to: do 50 by /more: than.-one: ﬁducza:y cotnsel, the Board did! not. acfively |

: .,ﬂ‘bﬂl‘t}’ i} malce Pavnents as, prnmisai A noted in the factoal -
suimary above, the Boarci wis warned on at least one: occasicn fhat 1t isheidoithe .
,-standard of a profcssmnai banker, and ﬂ:mst mvcsﬁgate bcih the crac‘ht, and abxl:ty te -

'-,',mvesﬁgate “the City

"‘9 “We have ‘detailed eaz‘hcr in ﬂus letter scv::ral sxgm_ﬁuant dcfﬁ"ts in ndmnary'

counsel’s Opinion, not fhe' least of which" is* the -almost eatirely ‘mnexplained

* . inconsistencies between the June 12 “draff” cpinion and-the November i8, “final” .

.~ opinion. “Almost equally significest is the lack of reference 10, éascusswn, or analysis
-, Charter section 143, the ceniral issuein. thids Higation.” Also dishurbing is the lack of
analysis. regarding the ‘means by which the Board miight comply with Government

- Cpde section 1090, and thms puard against subsequani inyaiidation of its decition on

_suck growmds. Given: these gignificatit questions, it 1s possfbla that the Cowt would. |
“congiude it ‘was mnreasonable for the. Board to rely-on fiduciary courisel’s: ‘opinion.

without first ha"ﬂng conducted farther hearmg and investigation of these issues. |
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. PEY, mf somebne saclcncr re%xef from a finantial obhoatmn by dEfen:mU all or partof
* that obligation beyond 1115 ex:astmg due date. The Court could well be influericed by |
* evidepes from the Board's own fiduolary counsel, combined with testimony of 15 owi
¢ ‘witnesses, that it &id not discharge this duty, {bs jeopardizing the long term Stﬁbﬂl’i}’ of -
‘fbf: Rcu:emﬁnt S}'st::m by grantmg zelwf To & msuﬁmenﬂy credztworihv entlty -

~Secand pn the list of unfaverab]e evi denUary issues s the undssputed linkage between

contribution relisf and benefit enhancement, While réasonable explanations exist to

- rebut the infirence that individual Board members’ votes wers influenced by this '

imkzge, it is'a trajgrn of liization that tHe party with the simplest. explanatiog for an

.event is most ]ch:%y o prevail. It is very- simple to understand the concept of votes
influerced by &n sxpectation of corresponding be:ucﬁts bt:mg bcstowed., it is far more
.complicated 1o “Kplam why that might not have’ happened, i this pamcular instance. --
leduncc of the contribution relief beniedit enhancement linkage {particularly 1 in Hght of
| questions surrdundisg Gdudary counsel’s opinion) could dispose a Court {that had
"+ already concluded Manager's Proposal II viclated Charter section 143} 1o hkewise

ponchide the Board aoted in a manner mccmszstent wnth its ﬁduc:axy daties in &onng to

. jafiopt Marsage: sPraPosal II

© - Finally, it-is mcuntrovcmb]e that Mana,,e:r 5 Propmsal and IF res'tﬂted in lower Cuy
.. -coptritntions than would -have, been wmade nader s actuarzlly based contribution
systern. A decision on the lssue of breach of Héuciary duty will be mede in the context .
-of the facts reciled above, but will wdmately come down to an apalysis of the.
:mmsputed fact af Bndefnndmg n hghi of case law ho]dmg that “wheén contbutions

.. avg delayed: b“ycmd e date assumed [by-the aciua:y], theplan f2lls out of balance and .
- ‘potiierial sousdpess is‘endadgered”  (Board of. Administration v, Wilson, supra, 52

L CalAppd®iat '1140) Althoucrh e tongider jt difficult4o; predmt the ‘gutcome - of

" Plainif breach of fdueitry duty c!a.un we believe a; ‘prebabiity- ex:.sts that a Court-
i wuuid. ﬁnd n letxﬁs’ fa.vor alﬂnough only abare pmbabxhty Tl

U Secﬁen 1099, -

o \Tumthstanémg Piamu.f_fa professed’ mtaut o tilszmss t?mr clmm for vmlaton of
".'Go"rtmmemt Cade sectmn 1090% should: they PIE'.Vall ont the Moﬁan for Summa:y_

- P The Gleason h*zgmon mc}.udes céfnpanion claims i'or viclatior of Gow**nmmf Coda
. settions 1090 and 87100, the ‘latier being known zs “The Polifical Reform Act of
~19742 -Howsaver, case Jaw indicates that remnedies for violation of section 37100 me
© . geneeally wsed to obtain urospemv: infapctive and dcoimatory rslief. It should also be

noted that the Attorney Genera] has ‘opined ©n &t Jeast one occasionthat analysis of a

“financial inferest” issue under section 87100 4s appropriate Yonly where no conflict of
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Adjudicatidn; we consider ¥t important to’ pi‘D'v’i;CiE the Board with an analysis of thig
Issué, Ode significant aspect of Plainiiffy’ 1090 £lxim is that it is pleaded only against

SDCERS, end not any individual Bosrd members.”! " Therefore, ‘woder the urrent - . .
pleadings ‘the Court could not impose personal liability on any individual Board-

members, which could oterwise resuit-in disgorgement of amy beaefits such
individuals allegedly obtained ac the result of their actions. Instead, the only relief the

Comwrt-ponid grant would be to void Magager's Propogal T, as having beep adopted in |

viclation of section 1080,

- We consider it probable. that the Couft‘wéuld.ﬁndﬂ}& Board’s vate to adoﬁt Manager's .

Proposal IT viclated séction 1090, A violation of section 1090 will Tie only whexe a
public official makes 2 contract in which he has a “fnancial interest, ™ whether direct o
“indirect, in the contract - (Thompson v, Call {1985) 38 Calid 633, 445) An
individial hes a financial interest in 2 contract i he or she “might profit frorn it.”

(People v Gnass.(2002).101 Cal:App.4% 1271, 1289, f.6.)° An'individnal participates -
in the “maldng” of & contact if they: (1} actually participaie in the Vote to approve or .
. adopt the comtract, (2) e 4 member of the board that votes on the contract, even if

. They =bstain from the vote, or 3 participstein negotiations regarding the comiract,
everl if they. are no fonger 4 board mepnber when the coutract is adopted. (Stigall v,
‘City of Teyft (1962) 58 Cel.2d.565, 56; Thompson, sypra, 58 Cali3d at 648.) -

A Public‘ official shall not be degmé&ffo be iﬁteﬁéstedA ina contract if their inerest falls
within either the “non-interest” ar “remote” exceptions 10 section 1090 eswmblished by
section 10915 and 1061, tespectively. “Non-interests™ inclinde the interest of & persen

‘receiving salary from.a goveriment éntity; mnless the contract directly involves the -

-department of thé government entity that. employs the person; provided that fhe inferest

15 disclésed to the board at the fime of consideration of the contract, ‘and provided

Furfheér that thé interest is noted in'the board’s ‘official record” (§-1051.5 (=)(9).y

Likewise, Fremote interests” include “salary from a govenment extity,” oxly if the fact:

o ‘ir'interest é}dété"pufsu_aﬁtm [section 10907 but f(ioe"s exist pursvant to’ [éectienB?”lOG];“ :
" {dn re Russell (1578) 61 Ops.CalAtty.Gen. 243, 2537 " Since Plaintiffs’ purpose fu -

pleading these clnizs is invalidation of Mandger’s Proposal 1, we cansider the secfion
1050 claim the : :
concentrate our analysis on that clafm: . w0 -

# Four individual Bosrd members ‘are identified 1 (ié claim (Vatimo, Sazthoff,

“Webster and Lexin), however, none are named as deferdants; nor zre they otherwise

parties to the Iitigation. Instead, they: are-jdentified for puposes of establishing the
- factual predicate for the alleged violation of section 1080. : :

Far more Mkely basis for cbtaining ‘such. az . order, md therefore’
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of the remote interest is disclosed, noted in fhe board’g ofﬁcial records, and the board

‘approves the contract 'in good faith by = vote sufficlent for the pumpose mﬂmu‘c_ '
counung tha vote of the miercsted officer, (§ 1051 (a)(T .:} )

Under the foregemg test, the 1 1ssue of whether certam Bsard membars weré “ﬁnancxaﬂy

interested™ in the wvote to approve Manager's Proposal IT is the most difficult to

analyze, with one exception. Bomd mismbers Lexin, Vatfimo and Webster each were:
interested in the contract only to the extent of their mterest in pot=rna]ly enhanted

pension bepefits constitutes- “salary” wmnder section 1090 The comtract &id not -

“divectly involve™ the department of the . City employmg any of the foredomg

.. individuvals, Therefore, Manager's Proposal 1 did not irigger a “financial interest™ a5
. 1o these individuals. However, the record in'this case does not inelide any évidence to

show cormpliance with the “disclosure™ and “record” elements of section 1081.5: nooe
of thesé individwals publicly disclossd their mtsr=st in the coniract, bor was such
dmclcsnrc rccorded in the Beard’s offScial Tecords 'Iﬁerafore, thcrc wouid be, no

= Undar City of - Tafi’s extremely broad definition of “part:mpaum,” there is no

- question that zlb-potentially literesitsd Board members “parti¢ipated” In the vote to
"AppIove. Manager's Proposa! T for purposes of a 1090 analy&s Tberefmm we do not :
;address this issue In any frther detail.’ -

B he Jaw on the issue of whether pmsmn bmcﬁ”fs fall mtbm the deﬁmﬁcm of “sa]ary
as that ferm is used in seciion 1090 is unsettled, uncledr, and under accepted principles
of statidory construction, coutmdlctury Unlike the Political Reform - Act, - other

relevant Government Code secticng, and suppurtmg regulahons secnon 1090 does mof:
inclide a definition of “salary™ which mcorporates p"'nszoa bcneﬂts Fmihemorc, Bl

other - definitions” of “salary”. which "include. pension - benedits arg: restdioted -to

N Government Code seciions prher z’?nm secﬁon 1050, HowevJ, our analym""does not,: :
‘ depsnd on this ssue for its conclusmn. SR b

# Like the definition of “salary,” tb&re is. surpnsmely Title gmdance in the Jaw on e
© . Gefindtion of “du'acﬂy imvolves™ as that term s used in the context of section. 1090,

Some authority exists for the proposition fhat this “term encorapasses “contract]s]

. [which] wouid spetifically affeit [d person’s]-employing unit” (In Re Agidlar (1095)

78 Ops,Cal. Atty.Gen. 362.) This suggests the “empidying department” teed ot be &

~ party to-the cotested contract 1o be considered “directly involved” for puposes of
section 1090, While vur analysis does not.depend on this issue for its conglusion, it
-shounld be noted that the curent state of legal authority on this issue would cerizinly
~ permit revzewmg court 1o reach @ different conclusi on than stated bersin. . - :

B important to'note that section 1090 ‘does not recognize s “good Ialth” excep’non

to its aDphcation (}’eapie v. Grass, svpra 101 Cal.Appa® at 1271) Thus, it is no
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‘defense to the section 1090 claim based on eithér the “ndneinterest” or “remote .

interest” exceptions. I follows that a ssction 1090 vidlation could be based on the

participation of Beard members Vai:ﬁmo, Webster and L\.xm i the adnp’m:-n of

Manager’s proposalﬂ

- Alhough soms Quesﬁon might exist in the Court’s mind regarding whethsr the
interests discussed above would be sufficient o support an order velding Manager’s
Proposal I under section 1090, thc ‘adogtion of the “presidential leave™ ordinance™
. affecting Board member. Saathoff” presents a significartly rmore probable basis for
‘invalidation of the agrecment under this stette. In addifion fo.the fallwe to comply

with the “disclosure™ and “record” elements. of section 1091.5, it appears adoption of
this ordinance unpncaied only Board member Saathaffs interests, and therefors would
constinme an“individea?” contract, raﬁner than a contract betwees two pablic agencies,
sucfa that neither the © :non—mtcras‘ or "rersote interest” excq:tmns could be applied.

[People v. G??ass, supra, 101°Cal, App. 4% at 1303: % mnegan ¥, Scr’rmder {20{}1) 81

Cal. App 4‘ 572,57%-83.)

It ig mportam 1o note that no. pubhsbed decision exists wiich analyzes the i fssue of & -

- dasquahfymg “financiel interest” under section 1090 under the particular facts of this
case, i.e., enhagoed pension benefits. The absence of controlling auﬂacnty on, this

izsue cmates some uncertzinty asto how a court would rule'on the issue of whether

pension benefit enhancements gualify as either a “remote interest” or “non-interest™
umder the exceptions 10 section 1090°s protibition egainst participation in decisions on
w}uch the pubhc official is ﬁnauc:al}y mtcrcs*cd However, Jven.fhc poicntJal

defense io claim non—ccmphmce with ﬂns s€ o‘cmn resu]ted from good faJth rehance ou '

advite of ccumel (or in this case, fazlm’e of: counsei t6.50 advz.:e)

© 2Tt should be noted that the evidestary Tecord, supporting a nesus batwazm adoption

of Manager’s Propvsa.i It 2nd this ‘ordinancé s significantly weeler . ihen the nexus
between Managst's Pmposal 11 end benefit enbéncements for regular umion members.
However, . our. conclusmn in- this regard is heamly influenced. by the very brdad
“gpplication of sectian 1090 to sugh agraements thé evidence that the relevant
agreemcuts wers: adopted clbse intime toons another, md involved-negotiation by the
‘same parties. On the basis of such a- factuai and legal record, we do not consider i
= probaale that a Court would be willing to extend any “benefit of the doubt” on this
Jssue to avoid finding 2 1090 viclation, .

# Cass law §5'slear that the participation of one financially interested BO:‘_Td member i
- sufficient to supportwldmg the agreemment, ' (See, e. 2 Srwal! supra, 58 Ca.‘t ida 566~
67 J
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magnitude of fhe financial benefis :mparted through such & transac’aon we conszéexr :
the absence of controlling suthority on the specific issue presented to be {osuffcim |

grounds for concliding a coust would refrain from invalidating the contested decision

- under ope of thie statutory exceptions o secimn 1090s ﬂmmai mterest prohibition.

We conclude 1t is probable the Court would vmd Manager's: Pmposaj T on the grounds - “

it was edopted™ in viglation of section 1090, However, the Cowt’s order probably
cowld not be extended to Manace: s Proposal I {whose adoption simiacly violated
_section 1090) becanse Plaintiffs’ c}a:m ig Iﬂcely basred by the statute of limitations

(See Marin Heslthcare Dist. . Sutter Flealth (2002) 103 Cal App- 4 861 ) The effect g

. of t}us po"tanﬁal}}’ anotmalous result § is dzsuussed in. subseQuem sections, -

F ‘ Summary gf Ne&otzztsons Culminating in Proposed Setilement, .

Setlement negotiations were originally’ conducted exclusively between counsel for 7
' Plaintifis and the City, begmnmg in approximately Cetober 2003, Upon chscw»nng-
geitlément negotistions had comrmenced, we inquired of both counsel as o why wehad -
not bsen invited o participate from-the inception of negotiztions. Each of the other
parties’ rf:spacuva gouneel cicﬂmm. i was his coumierpurt $ idea not to mmal_iy mc}\lde'

: SDC‘ERQ

Our conccm from tbs outset of the' htlgzﬁ:wn ws that Plaindffs and tbc Czty wmﬂd
negotiate a deal which would have the' effect of “settling arcund” SDCERS, such that

the City gained the benefit of ending the litigation, and Plaimtiffs gained the benefitofa |

- substantial attomey’s fee award while SDCERS ~ the entity to. which any monetary

Tecgvery would properly flow — wonld realize no. benefit whatsoever. frbm & lawsuit.
~'puiporiedly. “filed o fix<the.retirement contibition: problcm I—Iowwer, whep it .

Hécame. ciear that "By setﬁement the parties might, possibly. agres. 1o would" involve
resetting the amortization’ period upon which the . City's. amp}oyur ‘dontribyition Is

-calculated aw actian within the Board's exclusive jumisdicdon.— 'wa were éonfident -
SDCERS®. interests wou.'id be takcn iith account in. any setLement the parhes u}ﬁmately _

teachad.

o A,lahough bcyoud the séope ¢ of thls Eetter, it. should benoted that it would haw‘ been

2t least technically possible for the Board to vate on Mam.gsr s- Propesal T without
violating section 1090, If sppropriate disclosures and sbstention procedures were
followad (§ 1091.5 (33(9) {13Y; see also In re Mack (1986} 69 Dps Cai_fs.ﬁy Gen
102).
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In early November 2003, we began parficipating fn a series of meetings between

cotnsel and representatives for all parties intended to produce a compromise solution
1o the issues raised in the litigation, Based on iostroctions from thé Lit gatmn

_Reprcscmauvc, we did. not offér’an affirmative proposal during the first series of -
meetings.  Instead, we provided information regarding hypothencai amortization
. schedules, contribution methods ‘and other aspects of proposed setflement structures -

from which Plaintiffs and the City created numerous setilement scenarios (ab estimated
25 10 30 hypothetical contribution 2nalysk were prcparcd during this six week period).

- The result. of the first phase of negotiations was-a proposal by the City, and agreed to
- by Plaiotiffs’ counsel, which involved (1) starting a new 30 year fixed amortization

'gerod in Fiscal Year 2005, (2) during fiseal years 2005 4nd 2006, conmbubons would

"be made at a rate lower than the aotuanal rale derived from the mew emortization
- ‘period, plug an additional $14,000,000 i mFY 05 and 06, (3) contributions would be
T made accorri.ng 10 the “new’ actuarial Tate cegmm.ng pea| ﬂsyai vear 2007, and (4) the

el between the City's conm"buﬁons and- the “new” actiarial rafe (FYE 05406

" would be s*cured by real prop&rty

» We pre:se-ﬁcd this proposal 1o 'Ehe Boszrd 'in December 2003 Tbc Board qucldy
recognized the City’s proposal would amonnt io approxunately $75,000,000 less in
“City “céntributions than SDCERS would otherwise receive under Manager’s Proposal

" IL We advised pladotiff. counsel and the City's representatives of the Board’s rejection -
of the proposal mnmcdxately following the December 2003 closed session. Both the

City and plaintiff counsel reacted quite negatively. . Plamtiff counsel threatened
' ‘SDCERS with further breach of fiduclary duty clairas for refusing to cooparate with

L e CEYs. seitlement proposal whilé the City’s reprcscntahvcs took the cxtraordmary

" step of wntmg duecﬁy 0, the Board to shigpest 11 had somehuw been m:smfoz:mcé by
‘ Tcounsal reﬂard.mv the settlement negﬂhanon procuss NPT S .

* In January 2004 we' worked extenswe .th.SDC“RS Executzve Connm“’tee and

Actuary 1o develap settiement proposal that SDCERS would “find - “eoceptable,
‘SDCERS 'Board - dirscted us to” conduct further: settlement nego’u:mons with the -

. objectives ofi {1) rcsolvmg the Imganon (2) obtaining an outcome that was monetarily
superior to Manager's Proposal 1. Settlement negotiations  were infiially conducted

* zmder the supervision of the Honordble Howard B, Weiner, retired Tustice of the Fourth -

District Couttiof Appeal. We’ pressnted two principal settferent scenarios, the first
. involvinga. split amortization schedule (15 year fixed for norinal cost 30 year fixed for

UAAEL), 2nd the second involving -a Teset 30 year fixed . amortizafion schedule,
. inchiding updated: actuarial assummptions adopted by the Board in February 2003, for
- FYE 2005-2008, following which the Board wotld be free to st whatgver amortization
schedule, and adopt awy new actuarial assumptions, it deemad appropriste,

SDC076837



SELTZERJCAPLAN . doHArnan|VITER
Lawrence Grissom ’
Retirement Administrator

Ciur File No. 7833.56570

May 13, 2004

Page 30,

In the ccm:se of sc‘zt]ument negotiations, it became c]car the determinative compmm:sn
would be on the amioust pf the City’s contribution i FYE 05. The City representatives

cited budest constraints ?elatmg to labor agreements ~which ran throtigh Spring 2005 as

- the prirhary Justification for the City’s inability to make. an FYE 05 contribution in the

amount called for under the “Hybrid awertization” proposal, .Jd an cfort to athieve the -

Board’s directive of resolving the lmgatzon in 4 manner which was mone tarily superior
to Manager's Proposal I, we thereafier focused. on' the limited "30<yedr fixed

amortization proposal - A.- kcy objestive in this rcgard ‘was armiving at an actoagially

besed contribution’ schedule s quickly-as possible, The City sought.to make & FYE 05
contribution of appmxunately $110,000,000, instead. of the $140,000,000 called for
under the “Limited 30 yedr fixed” prepcsaj, In'an effort to resoive what otherwise
would have been a deal: “breaking impasse, we agread to communicate to the Board a

ertlement proposal calling for a compromise amownt -of $130,000,000 as the City’s.

‘ -FYE 05 contribution, with -all subsequent fiscalyears covered by the setflement to o

‘require contribution of the fiill amount ca]cu}ated by the acivary and az:pwved by the
Board for car;h sm:h fiscal year, :

Fmaliy, be.z:aLsa the szﬁlfzmem pruposr;xl mcréa:sed the Cﬂy s‘ nontdbunons over the

following four fiscal years by an aggregate of approximately $75,000,000, we required .
-that the City's anmunl employer contributions be secured by unencumbered real -
k.roucrty For the term of the Settiement Ag,rﬁmcnt “The City-agreed to this proposal, -

asking only that-it have the right to substitwte collateral during the ‘term of the
Betllement Agreernent wz’th other collatersl of aqual or. grenter valne:  Thus, the

sefifement negotiation ‘process achieved the: ob;cctwas oft (1) resolmng a]! ‘existing - S

: Iawsmts agamst SDCER.S‘ (2} mvahdat_ug anty “fixtuze - enforcement ‘of Manager’s
-Proposals Tand I (3) mcreasmg confributions:

-cumnbuucm systcm o

Lrhcahon Rcsn]tExcaedma Saft]&ment Va!ue. e o

: 'deuma:ry Counsel fequested that we unalyze The probab:.lzty of a result achleved
through hbga‘twn which - confemed = grealer, bemﬁt -on SDCERS than is achieved
- through the pending setlement. It is fmportant to note at the outset-of this section tbat
the seftlement achieves substantially all'of the most Jikely resuit which would come
Fom a ltizated resolution of this matter: {1} I sifbstantially incteases the-amount of
‘money contrbuted to SDYCERS in the uptoming fiscal yemrs, (2) it TStuThs SDCI-RS to

» > SDCERS over the. follgsing four
“fiscal years'by an aggregafe of appmmmately $75 000, 000; (4) retigning-the fetirernent. . -

. 'S}'stem to. B0 actuanally based conmbnuon méthod, _spoier than wouid Have occurred A
. undeér Mauager s Pmposal 0 anid (5) providing security- for the City's 5 ‘substantially
Jincreased e:mployer csﬁmbuuons dm-mg tha crmcal fi';st four ‘years of the new -
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an actualiauy;bascd Eon_ﬁibution mefhbod, and (3 .ilt'a]]ows the Boerd to fﬁp}émaﬁt the -

most recent changes in actuarial assvmptions si grificantly sooner than wounld otherwise

be possible, Moreover, the furtgoing benefits will be confirmed 4n fhe foim of &

Judgment enteted by the Court in the Consolidated Actions. ' The Court will retain
continuing jurisdiction under Code of Civil Procedure section 664.6 for ‘purpbses 'of

enforeing any teom of the judgment against the City. {See Charter, Article I, sec. 1; see -

also, Elyaoudayan v, Hifinan (2003) 104 Cal.App.Ath 1421, 1428.) Thus; the only
‘means by which & litigated outcome could exceed the valus of the negotisted resolution
pow pénding before the Board would be a judgment for a substantial cash payment io
SDCERS 1n addition to the foregoing: benefits. - : S
Under the ‘dir'mn:éstaﬁc;-s "gjréséxi‘{ed.' by the. G‘feasoh}iﬁgaﬁén, there are ﬁn.rae possible

. scenarios under whicl suchl 2 resit might be achieved: (1) iovalidetion of Meanager's

‘Proposals I and I under Charter section 143 on a going-forward basisy (2) invalidation

of Mamsger's Proposal II, with subsequent ecforcement of the most financielly
 favorable interpretation of Manager’s Proposal I; ¢r, (3) an oxder dirscting the Chy to

pay testitution to SDCERS in the amount of the “underfunding™ cansed by the three

most zecent yeass™ of aoniract-based contributions, S o

1 - :iﬁvah‘daﬁon of Manaser’s Proposals T and T Under Section 143,

As disctssed earlier in his letter, we consider it probable that the Court would gramt

\ [ Plaintiffs® Motich for’ Summary Adjudication, thereby -invalidating both Manager’s
Proposal I and O'on a prospective basis, In the event such a final judgrnent was.
.. emered’in the Gledson Btigation, the Board wopld‘_thereaﬁar'be‘ ires to set whatever | _
©contributicn rates it dencluded were appropriate, based on its achuary®s calewldtions and .
: 0 fpost on the City, Under such -
from fis. zetutry; would set .

. S evaliation of ﬂze"ap;mrt}pﬂf_éf_fe?fﬁl_::éz_nbigl‘ burden to iy
“circumstances, i is possibiethat the Board, based o ads

contribution rates at aJevel higher ha ls‘provided for inth

tement Agréement for

-the years covered by that agreement “Thus,” it is possible thét udicial invalidation of

Manager's Proposals T asd IT conld créate a-ciroumstance In which Highey contribution
- levels. ,t:.oulci”b; get for some of the fiscal years : covered ‘ender the. Settlement
© Agreement.” L S -

- . L.

. The City- would alimost certdinly Appeal the tried cotrds Tlisg (the Cif’s Tgation
* “rcounsel having stated ‘as much on several” secasions). Although we consider it

% Recovery of underfunding in earlier years would probably be bamed by the thres

- 464)

year statate .of Lriitations governing Plalntiffs” claim.. “{4bbott; supra, 50.Cal2d at .
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A

prébabig that the tial court’s ruling wonld be upheld on apﬁ:.;al, the éppal]a‘tc pmcc:sé _
would delay entry of an enforcesble indgment for o period of one to_three vears, -

- depending on the City's willingness to pursue fhe isste to the highest eppellate Ievels.

In addition to the sdditional expense of Ltigating the issue on zppeal, negotiations

would almost certainly contivue during the pendency of the appeal ajmed at Jesséning -
the impzct of the final judgment on’the City’s economic” interests. - Therefore,

evaluation of the merit of this lifigafed 'soluﬁon Imust first be done in light of the near
certain delay in implementing &n economically superior contribition rate ubder

- authority of a final judgment,

Furthermors, in setting such é_éopt:ﬁ'bﬁtiomfaie, the Board would Haﬁve‘tq.mgafge'iil an
analysis of the City’s financial condition similar to that already performmed in the course

of negotiating the Settlement Agreement. ' It cannot be overooked that the Settiement .

. Agreement gets a contributicn rate for the City that resvlts in' an approximately .
"$75,000,000 increase in ernployer contributidns, This. reslt was the product of

- pegotiations with the City regarding its near term ability to pay increased contrbutions,
' Evaluation-of whether the City conld realistically meet its oblipation for Fiscal Years
~ 2005 through 2008.under an even higher contribution rate than i5 Imposed by the

- Settlement Agreernent Versus 2 litigation scefiaro.

- Settlemert Agreerment mus! also be considered when analyzing the relative merit ofthe .~

. Next, it is Important 1o note that the City {s Tequiied usdet fhe Settlement Agreement to

provide collateral as. security for the payinent of the. City’s near term obligation to

" BDCERS. . The collateral provides several benefits to SDCERS ‘that would not be
_availabls tinder even 1 - most optimistic Htigation Scenezie: - o

© - to avoid or'cire & default event,

‘coutss; would provide additional sources tofund the City’s obligations

" Second, the liekis on the collateral wotild presérve e priosity of

-SDCERS 1o such procesds ‘against others creditors who might ofterwise |

> ;sﬂi_}qébﬁ@iqg}imonﬂm_,cbllatexj_al'af*zgf‘r;za.s;:ﬂemant; :

®" . Thbd, the collateral provides additional righis to SDCERS i fhe ovent
" the City later seeks the protections afforded by Section 9.0f the United .

States Banlrapicy Code, o

Under the Banioupicy Code;' if SDCERS were' oxly. 2n unseoared crediicr, the City

wonld only be required to provide SDCERS with the same treatment tmder s plan for

. Fust,theprocaads fromthe. 2 e{or.ééié/l;a:séﬁiéféj ;;fthé.z;oi_lateral; B
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the. admstm"n’t of the Czty s debts that ths Czty provsclcs fo all other acncra.'! unscf-u:cd ‘

-z:mdxtom Indeed, the City may not even be pemnf:ted by the Ban]mzpzc} Court to-
sc:pa.rmely classify or to solicit & separate vote from SDCERS on e ‘pian of
adjustment, and may be reqmzed o inciude SDCERS’ vots with those of the City's

general unsecured creditars. - As » secvred ereditor, SDCERS would be separate]y:‘ '

clastified in any plan of reorgadization, would separately vote- on the plen, and its
secwmed claim could be uaated differently ﬁian the l:la_uns of gene eral’ unsecured
CI‘“dl‘iIDI‘S : . .

Mereover, 25 2 ;ecured :::ednor SDCERS wau]d be enmled to certain rights not

‘generally availabie to unsecnred creditors. 3DCERS would be entified: (2) to make a .

‘special election imder 11 U.S.C. saction 1111(:{;} o require, d 2 conditiop to the
release of its lien in hie collateral, that the entire obligation bs paid in fall, (b) 10

receive the valug; as of the effective date of the plan, of at'least the value of the '

colizteral, and {c) to recedve the “indubitable squivalent” of its claim. By contrast, the
Bankruptey Cowrt has the power 1o confirm & bankruptey plan of restructuring that
does not provide for a mnumum payment, or the payment in full, of claims of gemzral
unsectred \.IEdItDIS ' .

To vua:d agamst a subseqz‘en’t admmzstrfmon 3 efforts to avozd paymc en acmanal}y

- ‘based conmibution rate, we negotiated far - and obtained ~ 2500,000,000 in new

collateral’ as' semurity for the term of the Czty s obligation under the Setlement

Agreemnent, | We concluded the fiscal years jremediately following axecut]cn of the
Settiememnt Agreernent were most critical beeause the Chy would then -beexperiencing
:t}:zc greatest financial stress from the increased conmbmxon levels, It is purexpectation - _

that e process.of budgeting for- increased ccntu"buﬁon Tates over the foﬁcwmg Ffour
o il malke the City less. Izixc}y o

.mcreased conm“onhon rate.’

Fmaily, it should be noted fhat mchm on. of SSGO OOO OGO e w]lateral also addresseg
the “cxedl‘cworthmass” lsspe raised .in prior ‘counsel's-evaluation of Manager’s
‘Praposa}s Tend f, The Setdlement Ag;r&ement differs from Manager's Proposals 1 and
I iz two important - aud deternminative - respects. First, unlike Manager's Proposals I
and 11, the Settlement Agresment e}:fects a substannai incregse in the City's armual
: ,amployer contribution ‘amounts for the lifetime of the agréernent.  Sscond,- the

Settiement Agreement retums the City 1o, acmanahy based conmbribution raies, raﬂacr

| thsst’azn ef furthcr mcreas”s anttc1pateci L
. ; e-ASa‘ft]ement Agraamem expires --‘Dy a‘temptmg 1o avmd ‘paying its A0
-'canm"bunon amount, Tn crucial: Infervening years, the Settie:mem Agxeemen‘s prcmdes '
-substantial security which would not e dvailable ynder the first 1 gated scenarip to |
protect -against the same stresses that - would bé unpased by a judmally unposed '
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* than pm'porimg‘ to authorize a dép&Me from this copiribution method.. Since the
-Seftlement Agreement carnot be characterized as 2 “contribution relief” agresment, the

' thepretical basis for investigating. the City's creditworthiness ‘described I priar

counsel’s opinion lettérs i not present. Nonstheless, we recognized the significance of
- the issue given the financia! swain imposed on the City by the Settlement Agreement’s
teyms, and for that redson obtained secirity against its “default” in the form of
- 500,000,000 in real property 2s collatersl to seéure the City’s contzibution ohligation
over the lifetime of the agresment. o : :

In fight of the likely delay in implementing a differtnt contribution rate tnder o court's
judgment, and the. vncertsinly over ‘whether such a _cofizibution- rate would
significently increase the City's emaployer contributions before fscal year 2009, we
“consider the Setfiement Agreement supedior to {he first possible Jitigated solution

- "becavse of the imrmediacy of its tenms, the amount of increased conmibutions which

will be mads thereunder, the retumn o & actuarially based contribution methed, and the
presence of substantial security dudng the eritical first few -years of substantially
increased City coptributions: ‘ )

2. ' Sélective Euforeement of Manager’s Propogal 1.

. Another possible scefiario in which SDCERS. would recsive a greater mionetary
- reaovery tirough litigation than through settlémant requires a result in which the Court:
(a) invalidates Manager’s Proposal TI, but leaves Mannger's Proposal T i plate, (b)
. rodes that Manager's Proposal 1is legally binding and enforceabie, and (c) imerprets
‘Marager’s Proposal I'io ohlgate the City 10 make a one year payment.of sn amomt
Sufficient to-Tommthe: fanded- rafio to. atleast'82 3%, fullowing -which it would make
. foptibutions at the “Conirat rate? so long-as the finded rats remained above’ §2.3%.
- This seenario: alsg  requires Some” evi
‘For the following reasons, we view this as‘a_higmy‘-irﬁpr‘qbéb}e'xcwi; e

It Is technically . possible for the- Court to ente 2n order: that i'ir'_w_\vé}i.dfa‘te.s'Manéfger.’S' ,
Proposal T (via section 1090), but ‘does not resch Manager's Proposal 1 {statute of

limitations bar). "However, it is important to recall. o opinion that the probable Tesult

of this- Hitigation is-2’decision. by -the Court; ‘upheld ‘on ‘appesl, that' both Manager’s .

Proposal T and I vielats -Cliil;-fér"‘sé‘cﬁc_ni-143',"21:1'&‘-211:::"&créfoxefuneﬂfésrcéabl&.- Asd

" yegult, We consider it untikely that the Cowrt would enter an drder giving retrospective

‘effect to Manager’s Proposal 1, because to do so would corifliot with #ts conclusion that
the agreement is unenforceatls, - :

The i.mpmbai:ilify of this outcome is"compounded by the fact the Court would have'to
not only find Manager's Proposal I enforceable, bt zlso interpret it in a manner that

dence’ thatthe Cily"cowld 'pay such a judgment.” -
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required the City 1o make z one-year payment sufficient to remira the Tanded ratio to

82.3%." Maregver, this scenario wowld bear on e Board’s comparative analysis of A
litigation versus setflement only if it was &t léast reasopably possible that the City

could (dnd vvcm}d) voluparly pay such & judgmcnt, rather tban seek relief from either

the gross amoumt, or the terms’ofl whick it was paid, from anofber conrt  The
. cumulative effect of the contingencies necessary fo surpass the valuc of tbc propcscd ‘
. setﬂement ma.kes the possz“odnty of such & r..suit remote.

: 3 Resfn&ufmn BY The City.

' Piamtxﬁs have p!eaded a cleim for. “restitation by the City cf all amounts uwed 1o the
CERS’ [5ic] trust fimd as a result of the City's past’ violations of faw.” In essence,
" Plaintiffs seek an awerd — to SDCERS - of the amount of underfunding resulting fromm

coniribitions based on coptract-based rates rather than fhe higher actuarially salevlated

© rafe. As mentioned above, the mpost probable outcome upder this scenario wenld -

permit recovery of only the most recent three years of undexfanamg, dte to 'the bar of

the statate of limilations for eadicr vears, This amount is: estimated 1o be- bctwrzcn $ 90 :
million and §1 15 million. .

“We consider 4t probable Lhat the Court wilt make thc prr:dzcaxﬂ finding o support'
Plaintiffs’ restitwtionary claim —that Manager’s Proposal T{ vielated Charter section
143. The question which would then be litigated would involve the proper amount of -
restitution to be paid by the City. Evidence (much of it technical and complex) would |
be presented as to the proper method of calevlating the zmormt of past underfunding

_and the approptiate cansal factars to 'be ccnsuiered. -While we. crmmdar n reasonably
possible that the Courtwodld uitm:ately r.ah ;
- ive canfiot pradxct Wit any reasor&ablc ccﬁa.u‘zty

would bE awarded.

‘ Howe.ver, Ve can predlct mth some certamiy that the: City-would aupea such mfmg, .

{hus delzyiog payrment for between 12 months and three. years, during ‘which further

_settlement pegotiations would unaoubtedly be conducted. | Moreover, as ‘we have
werned inthe past, a-fidgment of the size here at issue. could prompt a-futire City
" adininistration 10 seek relief from the Banlmupicy Court, which would, at 2 minimurm,

delay, and possibly diminish SDCERS® ultimate recovary under this scenario. 1t s also

o important to consider; not ozﬂy with this scepatio but with al! litipation sccnanos, that" .
SDCERS will continiue to incur fees, costs and associated expenses in jts: effart to
"achieve a superior result *.hrough Iitigation than is available through the settlement

under consideration. Although we have not uznderteken e detailed fee and cost estimate

as to the scemarios discussed herein, baséd on our expedence with cases of similar °
scope -and complexity, it is reasonabie fo Estirmate "that htgahon of this action fo -
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completion. ~ without regard to_the possxbdfty of achmfu:g a supemo: resuh to
seftlement -- Would cost SDCERS between $300,000 and $506,000 in addirional Tees
and cosls, .

CONCLUSION

The analysis sei forth in this letter demons‘iraies the difficulty of predicting any

outcome, let alvne & supenor outcome, with any yeasonsble depree of vertaloty. Inm

suorpary, itis our opinion that 4 possibility exists of obtzining 2 margitally superior -
*monetary outcome compared 1 the settiement pending before the Board. - Howsver,

* that outcerge would involve a delay of at least eighteen moriths, and more Tikely closer:
to three years, before fina] resolution, at'=an additional cost 1o SDPCERS of between
$300,000 and $500,000. n our apm:on, the immediacy, certainty, monatary vahue, and

" retun of mormal fiduciary poWers to the Board of the pending settlement proposal, -
“make i # superior resalution of the Glmmn litigation. than any reasonably foreseeable
httgaied result -

Mcbael A Leone’
'SELTZER CAPLAN MdVI_AHON V. ITEI{
A Law Coqacrahon

M@L,Ian/cj g
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THE COMMITTEE ON
RULES, FINANCE AND INTERGOVERNMENTAL RELATIONS
OF THE CITY COUNCIL OF THE CITY OF SAN DIEGO
{MAYOR DICK MURPHY, CHAIRPERSON)

Agenda for Meeting at 9:00 am
Wednesday, February 12, 2003

COUNCIL COMMITTEE MEETING ROOM (12TH FLOOR)
202 C STREET, SAN DIEGO, CALIFORNIA

{(FOR INFORMATION, CONTACT BILL BABER,
COMMITTEE CONSULTANT, AT 619-236-6330)

NON-AGENDA PUBLIC COMMENT

APPROVAL OF THE RECORD GF ACTION ITEMS FOR JANUARY 29, 2003

ITEM-1: Quarterly Report from the San Diego County Water Authority’s City
delegation. (Approx. 30 minutes)

ITEM-2: Retirement Board and Retirement System staff
regarding Recommendations #2-3 made by the Mayor's
Blue Ribbon Committee on Budget and Finance (re:
pension and retiree health benefits).
(Approx. 90 minutes)

ITEM-3: Discussion re: Ethics Commission “clean-up”

amendments to the Municipal Code.
(Approx. 30 minuies)

ADJOURNMENT
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CITY OF SAN DIEGC, CA RULES COMMITTEE MEETING

[START TAPE 1 SIDE 1]

MALE VOQICE: Okay, we’ll go on to item 2 on
our agenda, which is the Retirement Board and
retirement system staff recommendations. Uh,
tet me just go through the, uh--the history--a
little history here for the public as well as
any members of the, uh, committee that weren’t
invelved from the beginning. Uh, most of you
will recall that in January 2001, at my first
day at the city address, I, uh, announced an
intention teo set up a Blue Ribbon Committes on
city finances. Uh, we were allw~-most 5f us ware
neﬁ to the council at that point. We wanted to
try to ldentify where there were financial
problems that the clty should address. The Blue
ﬁibbon Committee, uh, was appointed in April of
2001, came back with a report in Februarv of
2002, identifying 10 specific recommendations.
Uh, those recommendaticns were brought to the
Rules Committes, and in 2002 we have addressed--
we addressed scome of the recommendations, um,
and sent them on to the full council for
approval. The--part of those 10 recommendations
were the recommendations regarding the pension

system. The Blue Ribbon Committee specifically,
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CITY OF SAN DIEGQ, CA RULES COMMITTEE MEETING 3
uh, recommended first that the--we--thalt the
city change its funding strategy to one that
results in the city fully funding its future
obligations, uh, including both pension benefits
and health benefits, and second, the
recommendation was to obtéin a current and
comprehensive analysis of projected pension
expenses and revenue sources, uh, which includes
the current present value of retiree health
bepefits to determine the future impact on city
finances. The, uh--when that came to the Rules
Committee, we referred it to the Retirement
Board, asking them to give us a report on the
questidns raised by the Blue Ribbon Committee.
I had really hoped we’d get this back in the
fall, but we did, and so we are addressing it
today, and that’'s how we've gotten to where
we're at. The, uh--so I think what we need to
do--oh, one other thingLI wanted to say 1s this
is a, um, significant, comprehensive issue. I
de noit expect that we are going to vote on
something today. I expect we're going to refer
this to the City Mansger to, uh, make, uh, uh,
recommendations as to how we should address the

issues that are raised and bring it back to this

tibigus/MNation-Wide Reporting & Convention Ceverage
22 Cortlandt Street - Suite 802, New York, NY 10007
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 4
committee some time hopefully in the next 20
days or so, where we can, uh, uh, try to, uh,
what, 1f anything, we're going to do to address
the issues raised. City Manager?

CITY MANAGER: I--we would like to have 60
days, 1f possible, It is a very complex 1ssue.
As you see, uh, 1t reguires a strategy on
funding over the next five years and beyvond
that. So we ¢an do it within 60 days, is what
we'd like to do.

MALE VOICE: Sixty days is probably
reasonable. Uh, I--but my~~I think the point
that I--you know, my bellef is that we need to
decide our course of action with regard to the
penzgion plan system before we adopt a budget
this vear. I think that, um, given all the
fiscal constraints the city’s already facing, we
need to know exactly what we’'re going to be
doing about Lhe retirement system, uh, before we

adept a budget for the fiscal year that starts

July 1°%, 2003. 50 I--60 days would still zllow
us to do that. It just backs us up pretty
close

CITY MANAGER: And if we can do it in a

shorter pericd of time, we will.
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 5

MALE VOICE: All right, so Mr. City Manager,
who's going to present the report?

CITY MANAGER: Yes, we have, uh, Fred Pierces
[phonetic], the President of the Retirement
Board, and Larry Grisscm [phonetici, the
Executive Director. So we’ll start with Fred.

MR, FRED PIERCE: Uh, good morning,
Honorable Mayor, and, ubh, members of the City
Council Rules Committee. Uh, it’s a pleasure to
be here. Um, as the Mayvor has, um-—-has
identified, I’'m Fred Pierce. I'm the President
of the Retirement Board. This is a volunteer
position, uh, for me. Um, and I'm here together
with our Chief Executive Cfficer, iarry Grissom,
who most of vowu know, and the Chief Operating
Officef of the system, Paul Barnett, to my
right. Um, I'm going to frame some issues at
the very beginning and then turn it over to Mr.
Grissom to--uh, to comb Lhrough some of the
details that are real important, uh, for you to
understand, so that you can make the appropriate
policy, uh, decisions con what to deo with this
infeormation. Um, as the Mayor identified, we
are here because of the, uh, Blue Ribbon

Committee on clity finances report and here to
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CITY OF BAN DIEGCO, CA RULES COMMITTEE MEETING
respond to that. Um, that committee identified,
um, two very critical, uh, guestions, the first
of which was: Is the city, in fact, fully
funding the total cost of its retirement
benefits? Uh, and second was the issue of
retiree nhealth care, and how is that being
accduntéd for and being addressed. We will be
addressing those as well as & broader issue.

Um, and as a matter of fact, at the same time
that the report was issued by the, uh, Blue
Ribkon Committee, um, the Retirement Board was
itself beginning a process of looking at the
comprenensive, um, elements of not only funding
the retirement plan, but also all of the complex
contingent benefits that are outside the plan
but that are financed as part of our operations.
You're going to hear an awful lot about that
later-~-later this morning. Uh, and to address
both of those issues, I actually appointed a
subcommittee of ocur Board to delve deep into
these issues. Matter of fact, uh, in the
audiencé, if you could just raise your hands.
Uh, Mr. Dick Vortman {phonetic}] and Mr. Ray
Carnica [phonelic), uh, are here with us today,

and they served along with myself on the
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CITY OF 3AN DIEGO, C& RULES COMMITTEE MEETING
subcommittee, uh, that helped, uh, develop, uh,
the repeort that you have in front of us. This

report has been, uh, fully reviewed by that

~subcommittee as well as our entire Retirement

Board., Um, and as with any Board that would 13
members, of course, you can have minority
dissenting positions, uh, as~as you would
undeoubtedly know, but I can say that the
information we're putting in front of you today
does represent the consensus of our Board. And
I think it's important for you to understand
that. Uh, vou may hear, ub, some minority
viewpolnts, but this 1s the overwhelming
consensus of the Board. And as a matter of
fact, most of ocur Beard, knowing how, uh,
significant the item, uh, in front of us is, is
here today. And just so you can see, if all the
members of the Retirement Board, uh, could
actially stand, and vou can see how well
represented we are.

MALE VOICE: Why don’t we just, uh, have
everybody, uh, who’s standing, +dust, uh, give us
your name and--and whalt you represent, so we
have it clear. We'll start with Mr. Vortman and

go across the rocom.
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MR. DICK VORTMAN: Dick Vortman,
[inau&ible];

M5, TERRY [INAUDIBLE]: Terry [inaudiblei,
representing the {inaudﬂble}.

MR. DAVID CROW: Pavid Crow,
[unintelligible] retiree.

MR. TOM CASEY: Tom Casey, elected
{inavdible}.

MALE VOICE: [inaudible]

[tnaudible]

JOHN [INAUDIBLE] : John [inaudiblel].

[inaudible]

FEMALE VOICE: [inauvdible]

MALE VOICE: finaudible]

MALE VOICE: 0Okay, thank you all for being
here this morning, and I thank you for your
continued service on the Retlrement Board.

ME. PIERCE: Um, wsll, as vou will ses
momentarily, the issues in front of us are
extremely complex, and that’s one of the reasons
I'm going to have Mr. Grissom go through those
details. Let me hit the high points of what
you’ re golng to hear, kind of start with the
high peoints and then let Mr. Grissom kind of

walk through, so vou understand the implicaticons
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CITY OF SAN DIEGO, €A RULES COMMITTEE MEETING
of these. Um, but first and foremost, I would
say we are here today largely due to the
performance in the investment marketplace. We
are, uh, not unlike most pther retirement

systems in America, uh, that have been hit with

fhe circumstances. You know 1t by leooking at
vour own 401K or SPSP accounts. Uh, it is-—-1it
{s very significant. Uh, that’s the

overwhelming, uh, factor that's impacting what's
in front of us here today and what we nesed to
address going forward. Um, in addition, um, a
finaﬁcing agreement with the BEoard, that’'s come
to be known as first the Manager’s Proposal back
in 1997, and now we' ve referred to it as
Manager’s Proposal Two, uh, has in fact, um,
structured city contributions such that they've
been made at less than the full actuarial rate.
Uh, that’s also a contributing factor. That
number is about S80 million since 19%8. And if
you actually, uh, accounted for accrued
interest, uh, on that, uh, underfunding it, it--
it eclipses just over 3100 million, um, at our
actuarial return rates. Um, per g¢gur most
recant, um, financing agreement beltween the

Board and, uh--and the city, this underfunding
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cITY OF SAW PIEGQO, CA RULES COMMITTEE MEETING 16
will be ratably phased out between, uh, this
next filscal vear and fiscal year 2009. 3So the
underfunding on a ratable percentage each year
will reach a point to where, in fact, it will be
fully funded on a current basis by the year
200%. Um, during this period, and Mr. Grissom
will explain what’s all inclusive in these
numbers, uh, 1f other actions are not taken,
then what’1l1l happen will be precipitous increase
in the city’s contributions from what, in fiscal
04, will be 108 million in total, not ali from
the acneral fund; and, um, the City Managex
could speak to that, but--but from various
sources, 100 million in total to a nﬁmber
estimated at $24¢ million by the year fiscal 09.
So--so, no doubt, a very significant um, uh,
ramping up. That could be brought down through
othef financing approaches, um, that, um, will
be undoubtedly part of what the Manager will be
reviewing in the next--uh, next 60 days. Um,
you’re heard a little bit or read a little bit
about fhe funded status of the system. and, in
fact, the investment marketplace has taken us
from where we were %87% funded two years ago to

where we're 77% funded based on our last
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C1TY OF SAN DIEGO, CA RULES COMMITTEE MEETING 11
actuarial report. That does represent an
unfunded iiability of 5720 million. Um, now the
underfunding, because we’ re ramping up te full
funding, over the years between now and 2009,
and based on some assumptions that I'711 let Mr.
Grissom speak to, means Lthat by 2009, we’ll
actually go from 77 to about 70% funded. So it
will decline primarily due to the fact that we
won’t be fully contributing during that interim
period, And let, um, one final thing on the
financial status, um, which is there’s been some
play out there, uh, as to thé significance of
the city’s contribution or underfunding pursuant
Lo our agreement. I¥f, in fact--and that’'s—--1
had mentioned that was a little over 100 million
with accrued interest. 1f we had not had
investment losses over the last two years like
evarybody else, that 100 million would be
compared to a fund that, 1f we had 620, that 720
million that wasn’t lost, was in the sgystem,
vou'’d have about s 87% funded ratio. So really,
only about 15, less than 15% of the problem is
actually the historical contribution shortfall.
The 85-plus percent of the problem is actually

recent perfeormance in the investment
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEE.TI_NG 12
marketplace. So it’s important to understand
that, and our Board has kept our eye on the ball
in that regard in terms of the financing
arvangement with the city, uh, over the last
several years. The last comments I want to make
is you’re going to hear an awful lot about
contingent benefits today. I know you're
familiar because we talked to you not too long
ago about the 13" check, um, uh, which vou
avthorized to be paid from a reseyve account
that, uh, is now depleted. Um, this is the
first time in the Board’s history, uh, fhat the
payment of these contingent benefits is--has
peen placed in Jjecpardy by virtue of the
investment marketplace. A&And it shouldn’'t go
without neotice that, um, having traditiconally
received these contingent benefits, the retirees
have come to expect those benefits. And this
council did send a message last year in
connection with vour action on the--on the 13en
check to not expect it, bul nonestheless, there’s
a whole host of Lhese beneflits that have been
coming, uh, that they are expecting, and you
just need to understand that, and then we need

to think from--you’'ll from a policy perspective
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CITY OQF SAN DIEGO, CA RULES COMMITTEE MEETING 13
how the contingent benefits are dealt with and
addressed going forward. Um, uh, Mr. Mayor had
asked--had asked about, as part of the Blue
Ribbon Committee, to try Lo guantify what the
present value of scme of these were. Three of
the main ones that you’ll see are the 13" check.
The present value of that future liabkility, uh,
i1s $58 million. The second is the Corbett
iphonetic] retiree bhenefit, which does accrue,
but is only paid if there 1is surplus
undistributed earnings. The present value of
that benefit is about $75 million. And finally,
the overwhelming issue of retiree health care,
which currently 1s essentially, uh, paid on a
current basis. Pay as you go is the funding
method. If that were actuarially funded, uh,
and you’ve seen this in the press of late, that
present value is $1.1 billion, uh, to
actuarlially fund retiree health care, which is a
contingent benefit and only paid through the
retirement systém if there are surplus
undistributed earnings. Finally, there’s been
some--some talk of late about these contingent
benefits and the funded status that 1 just

talked about & few moments ago. Let me make 1t

Ubiqus/Natien-Wide Reporting & Convention Coverage
22 Cortlandt Street - Suste BOZ, New York. NY 10007
Phone- 212-227.7440 * RO0-221.7242 * Fax: 212-227-7524




12

13

14

i5

16

17

18

19

290

21

22

CcITY OF SAN DIEGC, CA RULES COMMITTEE MEETING 14
very clear, there is not a correlation between
the city’s coﬁtributions and the funded status
of the system and those contingent benefits.
Those contingent benefits are paid based upon a
measurement of current year returns, essentlially
realized cash returns. Whsther the system is
underfunded or not is not relevant to that. Um,
if we lose money in & year, had we had more
money in the system, it would have been invested:
in the same way, and we would have lost more
money . There wouldn’t be money to pay those
contingent benefits, ‘So it’s important to
disconnect those because there’s been szome
miscommunication or misunderstanding that those
are somehow related. Those are independent
issuves, and it’s important to understand that.
Um, and in closing, vou're going to see lots of
proiections, and projections are based on lots
of assumptions. And there’s lots of different
deviations that could occur in these
assumptions. We’'ve tried to put together a
base-cased scenaric that we think helps gives
you the right snapshot. But please obviously,
as you}d be aware, bthose assumption changes

could change these forecasts and these outcomes,
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 15

um, so it’s important to understand that. Um,

so with that, I'm going to turn it over to Mr.
Grissom and also say that, at the conclusion
nere, um, we're going to have a discussion from
cur porspective of where to go from here. The
Manager will be able to take that and to address
that. Wanted to kind of give you the sexecutive
summary at the front end. Now Mr. Grissom can
kind of walk you through some histcry of how
+his comes about, what this really means, and
then perhaps what some considerations for the
Rules Committee would be. Thank you. Mr.
Grissom.

MR . LARRY GRISSOM: Thank you, Fred. Uh, Mr
Mayor, members of the committee, appreclate the
opportunity to do this. I'd like to start by,
uh, thanking Paul Barnett, who, uh, really took
the laboring car in putting all this report
together, all 87 drafts, to get it to the form
that you see it today. Uh, I would also like to
thank Mr. Uveoragus’ [phonetic] staff and the
staff of the auditor and financial management,
and Che treasurer’s office, who have assisted ué
in putting this together. Uh, weould also like

to comment, starting that my profession, like
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CITY OF S5AN DIEGO, CA RULES COMMITTEE MEETING 16
any other, has its own trade lingo, and, uh, we
all, of course, do this to impress people with
how smart we are. Uh, if I use terms that vou
don’t understand, uh, and don’t explain them
rroperly, please feel free to, uh, interrupt me
so that we can understand it. This 1s a very
complex thing, uh, this is, but what we're going
to go into is Retirement 101, but it also

includes a lot of Accounting 405 in the process

of ir. Uh, what we’re going Lo do, starting
ouvr, who we are--350SRS [phonetic]. We are the
retirement system., We are responsible for

administering and managing the defined benefit
plans for the city, the Port District, and the
newly formed Airport Authority. In our
parlance, these are the plan sponsors. This
covers all of their members that are broken into
categories of general members, safety members,
elected members, and then, of c¢course, there are
the retireses. Should indicate at this point,
that from this point forward, vou’ll not hear me
mention the Port Listrict or the Alrport
Authorily agalrn. This--uh, this report applies
specifically and solely teo, uh, the city. The

roles and responsibilities within this, as you
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 17
sea, rebresented graphically there. The council
creates the benefits, makes cash contributions,
as actuarially determined to fund those
benefits. We take these contributions, and they
hecome assets. We invest them, We provide to
you the pricing of the benefits through our
independent actuary, and then we administer the
benefits and distribute them to the members and
retirees. By the charter, the Board 1s made up
of 13 members, and you see the composition
indicated there. Three are what we call ex
officio. They are the offices of the manager,
the auditocr comptreller, and the treasurer.

Four are appointed by the council. Three are
csiected general members. Two are elected safety
members, one each of police and fire; and one is
an elected retiree. What is the group, uh, that
we represent with all this? As you see, it
totals up to about 18-1/2 thousand people, which
is, uh, comprised, as you see there, of both our
active and--active members and retirees.

Current status: As of December 31, we had 52.4
billion in total assets. What you see there is
a basic asset mix of where those funds are

invested. Should nots, because there has been
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some concern and certainly we have heard about
it, uh, as you gsee, the amount of--the number of
dollars there is pretty large. 2t no time in
any of this discussion, is there any implication
that any of the benefits, the defined benefit,
that are paid to the retirees is in any
teopardy. What we’re talking abeout is future
funding and contingent benefits, which we will
get into in a moment. Fred mentioned the
investment markets. and this, as I told the
Beard, uh, last summer, 1s a good news/bad news
propositicen. Uh, if vyou lecok, in the top box
are our returns, uh, over one, three, and five-
year pericds. In the bottom box is what the
average public fund has returned again for the
cne, three, and five-year pericd. You can see
that in each of those periods, we have done
better than the average public fund. And the
good news/bad news, as I mentioned, i1s that as

of last June 30, uh, the bad news was we lcst Z2-

1/2%. The good news is that we outperformed
virtually every public fund in the country. For
rhat time period, we were in the top 5%. Fred

mentioned that there are a number ¢f assumptions

that, uh--that go into calculating all of these
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numbers. We’ll start, uh, with that. The
target rate of return--the actuary, in doing the
actuarial valuation, which i1s a projection of
both assets and liabilities, assumes that we
will earn, on a total return basis, 8%. As Fred

mentioned, our current funding ratic at June 30

is TT.3%. This means that we have $3.17 billion
in liabilities. What are those liabllities?

This represents the amount of money, on a
present value basis, that we should have in the
bank in order to pay all of the benefits Lo
those ?eople currently retired plus all of the
benefits that those who are still active mambers
of this system have accrued and are assumed Lo
accrue through their retirement and the rest of
their lives. Our assets are, uh, market value
of assets, which gets a little complicated to
explain, but the actuary goes through a process,
uh, to come up with this starting with our base,
and there’s z comparisocon betwsen the book and
the market value of 2.53 billion. You run those
numbers, you come to the bottom line, as Fred
said. Uh, we have an unfunded liability of $720
million. Now note, up at the top in the second

line, that it says PUC funding method. PUC
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CIT& OF S&N D1KGO, CA RULES COMMITTEE MEETING 240
stands for projected unit credit. There are
six, uh, different means in the actuarial world
of calculating liabilities. Projected unit
credit is one of those six. It is one of the
more volatile and one of the more aggressive.
Uh, there is another one called entry age
normal, that is less aggressive, more stable,
and more expensive. Uh, the numbers that you
see would be, uh, lower in funding ratio and
higher in liabillities. We'’re reusing the EAN
method. !l mention that because there are some
people wheo, uh, do feei that we should be under
EAN rather than PUC. Okay, uh, why are we here
todayv? As Fred mentioned, this is in response
té the report from the Mayor’s Blue Ribbon
Committee on city finénces. The committee
expressed two concerns: Whether the city 1is
paying ocut of its current vear budget the full
costs being incurred for the retirement system
including healﬁh benefits and whether the
budgetary process adeguately comprehends the
steadily growing annual expense. The committee
had two recommendations. One was te change the
city’s funding strategy to one that results in

the city fully funding on a current basis 1its
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 21
future obligations and seccndly was To obtain a
current and comprehensive analysis of the
projected expenses and revenue sources, which
include ithe present value of retiree health

benefits, to determine the Iimpact on the city’s

future finances. We'll go into--uh, we’ll go
into each of those things. -The summary analysis
is that, as vou say--as you see there. The city

is not currently payving cut of the current
vear’s budget the full cocsts being incurred for
either the future pension or retiree health
benefits, And secondly, there{s a very
significant growth in the reqguired annual
pension costs, which the city will have to deal
with in its future budgering. To give you a
historical perspective, which we’ve touched on,
the S5&P--

[END TAPE 1 SIDE 1]

[START TAPE 1 SIDE 21

ME. GRISSOM: --that vou see there was 7 and
a [break 1in tape] percent up to Z3%. As Fred
mentioned, as eariy as Juné 30, Z000, two years
ago, we were at 897.3% of full funding. What's
happened to the investmenlt markets and to us in

that period of time? Well, in 2001, the 3&P was
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 22
down almost 15%. In 2002, it was down almest
18%. And as you see, we were down 2-1/2% in
that 2002 period, which means that we certainly
beat the, uh—-the broad market, as it were. In
addition during this time period, there was a
settlement reached on the Corbett litigation
that increased the liability 158 million, and
the COntinqeﬁt liability for, uh, existing
retirees is an additional $5-1/2 million a year.
In addition, last year the council increased
benefits for its general members. We have had a
history of benefit increases going back the iast
10 vears. Okay. We, of course, benefited
greatly during the unprecedented bull market,
uh, as shown in the value of cur—-—-of our assels
and as our funding ratic. We suffered in the
investment markets when the tech bubble burst
and the economy went south, and then, cof course,
the very negative impact on the economy of the
events of September 11°" of 2601. However, if
vou loock at this over the long run, which is
what we are charged to do, we have to look way
out into the future, you’ll see that, 1f vou
look at our average annual return through ‘52,

we were up 14.34%, again against an assumption
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of B8B%. The 1l0-year periocd ending, uh, in June
of 2002, we were still up 9.20% against an
assumption of 8. Let’s talk for a minute about
corridor funding. Uh, this is what we refer to
in our pariance as Manager’'s Proposal One and
Two. The initial Manager’s Proposal was, uh,
begun--was agresd to in 189%4, begun in 18987.
Uh, from the standpoint of the City Manager and
the city at that time, what they were locking
for is the stabilizaticon of their employer
contributions, uh, to allow them to deal with
thelr budgetafy issues. The proposal allowed
Lthe city Lo contribute less than the
actuarially, uh, cemputed contribution rate.
This said that they would start--the city would
start, uh, with the basis of the rate as it was
actuartially computed in 1996 and then incresase
that by & half a percent per vear until such
point in time as the paid rate, as we call it,
egqualled the actuarially contributed rate. What
happened with that? Well, as Fred mentioned to
vou, uh, the amount of money, uh, for that
period of time, projecting through the end of
this fiscal vyear, uh, that was not contributed,

and then compounding that at our 8% assumption
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 24
rate means there was $102 miliion in
contributions and earnings that would have
flowed into the system that did not. That
becemes then paft of the problem. Uh, the
Manager’s Proposal Two then actuvally iImproved
the first Manager’'s Proposal because the first
Manager’'s Proposal was open-ended. As you
recall, I said we’re going to go up by a half a
percent until we get there. In Manager’s
Proposal Two, the ramping up, which If11 explain
in. a moment what that means, actually requires
the city to achieve the éciuarially computed
funding rate by fiscal 2003%. Ramping up simply
means that we take the difference between the
actuarlally computed rate and the paid rate and
divide that difference by 6, that increases the
pald rate. Then--that 1s this year. HNext year,
by 5, by 4, by 3, and obviously in the last year
by 1. This takes all of the stuff that, uh, we
have just described and puts it in graphic Iorm.
You see the bars on the left are our assets.

The bars~-in the dark blue bar i1s our liability.
And then the green numbers at the top are our
funding ratio over the pericd of fime since

16068. You see that when the difference between
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 25
the light blue and dark blue bar is less, the
funding ratio is higher. And then you see, as
the difference increases, the funding ratio goes
down. This simply gives you the dollar impact
of the initial Manager’s Proposal and shows you
the numbers, how the, uh, the $102 million, that
I mentioned before, was arrived at. Then vyou
look at the historical funding ratic for that
period of time and you’ll see that, in spite of
the Manager’s Proposal allowing under-
contribution to this system, for a period of
time through 2000, the funding ratio actually

increased. It stayed pretty stable for a period

bty

of time and then increased. This was due to the
great investment returns that we were having in
that period of time, The bottom, in common
parlance, dropped out of the investment markets
about three vyesars ago, 1in March of.2000, and has
gone down significantly since then. And you can
see the impact that that has had on our funding
ratio. Okay. Now, let’s talk about what Fred
mentioned as the contingent benefits. There are
five things listed here. The only two of those
five that are direct contingencies are the

second and third, the 13" check and the Corbett
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 26
payment. Contingent benefit, there’s a big,
long definition in the municipal code as to what
constitutes realized earnings, but basically
this is the income that vou receive from BONTA
[phonetic], pay-downs from dividends on stocks,
from payments on real estate, and the net of
gains and losses on the sale of securities,

i.e., the gains and losses on the sale of stock.
The muni code says that you figure all this out
in a given year and then it sets a priority
aorder of things to be done with that money. In
that priority corder are all of these things, but
the two, the 13" check and Corbett, at this
point, are the only ones that directly impact
the number of deollars that retirees receive. As
Fred mentioned, this year the 13" check was paid
because we had created a reserve to cover one
vear’'s worth of that payment when, 1f you will,
the times were good, and the council authcrized

us to make that payment. Back, back up toc it,

~uh, Paul, The Corbett, uh, payment 1s again

dependent on earnings and does differ from the
13" check, in that it says in any year that, uh,
the earnings are insufficient to make that

payment, it will accrue to the following year.
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Hoalth insurance, the supplemental COLA reserve
and the employee contribution reserve are things
that are--have a feature of contingency
depéndent on earning, but we’ll get into
explanation of those in a minute.

MR, PIERCE: &Angd Larry, I was Jjust going to
add to that that one of the guirks of this issue
of realized earnings 1is the fact that we cperate
the fund on a total return basis. We're
investors for the long run. That’'s a
calculation of settled transactions in a given
year. We could have a year where we’'d have
negative realized esarnings and a positive tetal
return or vice versa. And it does cause
problems for us, the fact that we use this as a
measurement to pay these contingent benefits
becausa in thg long run it means we've got To
earn a greater return to be able to pay for
those contingent benefits in years where the
earnings are poesitive. But I just wanted to
[crosstalk].

MR. GRISSCM: Thank you, Fred. That’s a
good poeint to remember. Realized earnings,
realized return, and total return do not track

in locked step. They could both go up, they
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 28
could both go down, or they could move up and
down independently of one another. This gilves
vou the history of our realized earnings; uh,
since 1899. and, vyou know, I call ocut to you

specifically the two numbers. In 2000 the

number was 416 million. TLast year it was 51
miilien. Currently, through November 30", it’s
negative 55-1/2 million. Why 1is that? Becausse

of the market conditions, our portfolio is, in
the common parlance, under water. That simply
means that the book values of assets 1s greater
ghan the market value of assets, so that when
cne of our money managers sells an issue, we
rezlize a loss, okay.

MR, PIERCE: 2and Larry, you might just also
men;jon that just the fact--if you could go back
to that slide, Paul--just the fact that there
are realized earnings in a year, 2002 had
realized earnings, the municipal code
essentially encumbers that, where we have Lo
first credit our reserve accounts, the emplovee
and employer contribution reserve accounts, and
account for the operating budget of the system
prior to there being surplus earnings to pay

those contingent benefits. And with that, the
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51 million was weoefully short to pay any of
those last year.

MR. GRISSOM: "That’s correct. The total of
the crediting of employee contribution accounts
in the payvment of our budget was approximétely
59 million. 4And as you see, we only had 51
million. That’s why the other things that were
contingent upon that surplus earnings simply did
not get paid. And as you’'re seeing, the
situation almost certainly will repeat itself
again this year. This gilves you an idea of what
those contingént henefits are, what the annual
cost is, and the number of retirees who are
currently receiving that benefit is. Now Is
when 1t starts to get a littlse bit complicated.
And I apologize. This is a litvtle bit of a busy
chart, but we needed‘to, uh~~to try and pult it
all together. What you see is all of these
benefits and the contingent upon earnings, and
in response tc, uh, what the Blue Ribbon
CommilLtes asked For, whal we have attempted Lo
do is give you projected pricings. As you’ll
see, health insurance, which was initially begun
in 1882, has received out a payment through June

30" of almost 57 million. The last year’s
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payment was 9-1/2. This year’s projected
payment is going to be in the vicinity of 510
million. Proijected liabilities, present value
in today’s dollars. The actuary assumed that
each eligible retiree would receive a health
insurance payment of $6,000 a year. He assumed
that all current retirees would be eligible to
receive--all current active employees, rather,
would be eligible to receive that. And bhe also
assumed that the cost of premium would increase
at the rate of 5% a vyear. The $6,000 is the
highest ¢f the, uh, varioué insurance payments,
and the average is probably less than that.
However, premium costs have been increasing at
the rate of 13 to 15% a year, so his projection
there is somewhat low. Uh, you put those two
things together, this means that in order to pay
the current and future liabilities for health
insurance, in present value, today dollars, we
would have to have $1.1 bkillion. Talk about
health insurance a little bit mcre, uh, in‘a
subsequent section in terms of the financing.
The 13" check has paid out 58 million. The last
year it was approximately, uh--was just short of

$4 million. The, uh, actuary has projected the
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pfesent value dollars again to pay that for all
those currently and in the future eligible would
be 58 million. The Corbett again shows the same
things and a liability of 75 million. The
employee contribution rate reserve and the
supplemental COLA reserve do not have
liabilities associated with them because that’s
not the way they were defined. The amployee
contribution rate reserve started with a, uh--an
amount of $35 million. T believe we did that in
1%98., The intentiocn was to pay out of that
reserve a portion of the contributions éue from
employees. We then credited it with earnings at
8%, And for a period of time, the actual
earnings credit was sufficient to pay the amount
that was due back out of it. That has been
increased, uh, from a total of 0.65% to where it
will ultimately be 3-1/2 to 4% of total payroll.
And we’re proijecting that if we do not credit
that, that that reserve will run out in as
little as two or three vears. The supplemental
COLA reserve was established at the same time
with a l1ike amount of $35 million. Its purpose
is to pav retirees., At this pecint, the group

who retired prior to June 30 of 1982, with the
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amount necessary to, uh, maintain the purchasing
power of their retirement benefit at 75% of the
dollar that they are--that they are--that they
retired with, I guess 1is what I should say. As

you see, that’s about 2.8 million. Tt was also

to be credited, uh, with earnings at 8%, and it

was, when the earnings were available to do
that.  And that reserve’s principal amount
rretty much stayed stable during that period of
time, uh, again, without crediting 1it. It will-
-uh, 1t will eventually go away. We think--—-and
this is an actuarial projecticn, but we think
that there is sufficient money in ﬁhere to
continue that pavment for that frozen group of
people for the rest of their lives. Okay,
projecting all of this into the future and again
attempting to put, uh, numbers to it. This
current vear bthe coniribution just for the

pension system was 554 million or 10.33% of

payroll. The c¢ity also paid ancther 28 million
on behalf of employees. This is what is called
the offset. Basically, the city pays amounkis

varying from, uh, 5% to 7.3% currently of
employee contributions. That 78 then gets added

to the 54 for the total cost. By 20092, assunming
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that payroll increase is compounded at the rate
of 4-1/4% per year and assuming that the
actuarial contribution increases 3% next year
and 1% each year thereafter, the payment of just
the, uh, the pension side, the 54 million, will
grow to 197. If the contingent benefits were
also paid, assuming that there are no €xCcess
sarnings, it would cost, at that_time, ancther
57 millieon, to a total of 254, This represents,
uh, everything that we have just talked about on
a graphic basis, the lighter colecred bar being
what we call’the paid rate and the darker
eolored bar being the actuarially computed rate.
And as you see, 1t 1is short now, but in
accordance with the existing Manager’'s Proposal,
those two bars eqgual each other in fiscal 09.
This one gets really complicated. It does put
together the actual total number of dollars that
the city has, uh--has contributed. We went back
to 2001. Again, you look three down at 2003,
and you see the numbers we talked about before,
where vou have $54 million to the pension
system. You have another 28 on the offset. You
are contributing $1.2 million to the city’s drop-

accounts through the current year. Total cost is
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actually 83--a little over $83 million. That
grows in 200% to a total of nearly 240 million.
Then you have the issue of the employee
contribution rate reserve, which is whgt the
asterisks are there for. If the reserve is used
up by 2006 and 1f the council agrees to continue
paving those as offset, those numbers will
increase by another lé-plus million dollars a
vear and make the total nearly 35258 mililion as
opposed to the 240 that you see there. Yes,
Fred?

MR. PIERCE: And Larfy, I just wanted to add
one perspective here, which is that the city
employer contribution numbers that are growing
exponentlially, a3 material porticn of that, it's
really two elements. One is the normal cost of
the retirement benefits. The second is
amortizing the unfunded liability. So, as we
get on later and as the Manager looks at
strategles in regards to the unfuhded liability,
1f that unfunded liability shrinks, the
contribution rate is reduced, and these numbers
in future years go down as vou get a different
funding ratio. So it's important to understand

that.
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MR. GRISSOM: That 1s true. Uh, just a
little definitional thing. ©Ncrmal cost is the
cost.of the benefits that are accrued today énd

paid for today:. The unfunded liebility, of

course, is the difference between assets and

liabilities, and it is amortized--our current
amortization period has, uh, 1% years, uh, left
in it, so you’re amortizing that $20 million
cver a 19-year period of time, Here are the
funding projections. This chart again takes
everything that we just, uh, showed you in terms
of numbers and shows them graphically: Here we
get into, uh--we get into funding ratio and what
yvou see ls what the funding ratio will be, uhl,
with the ramping up of contributicons that we
discussed before. Here again it is an important
thing to know. Hverybody talks about full
funding, and one thing we need to distinguish is
the difference between a public pension plan and
2 private pensicn plan. We are assumed to be in
existence for forever. And a funding ratio, as
you see, in 2009 of 70%, uh, 1s not full
funding. But as long as the full actuarial
contributions are madé, 1if you were to'take this

chart and then project it out another 10 or 12
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years, you would see the pattern reverse and go
forward, again assuming positive investments and
so on and sc on, and sco forth. On the private
side, there’s a thing called ERISA, which I
assume we're all relatively familiar with. Tt
calls for a corporation’s pension system to have
what we call a planned termination liability.

In other words, you have to have enough money in
the bank to pay for all the benefits accrued and
vested 1f the corporation were to geo ocut today.
That means then that they--that, uh, ERISA
requires that a private pension plan be fully
funded 100%. This is why you read in thes papers
that IBM took a 1.8 billion-dollar write-off to
fund their retirement plan and so on and so on,

orth. I told you we would talk about

Fh

and so
health insurance. Uh, here again the current
benefit provides for the payment of these--the
health insurance premiums through the retirement
system out of the so-called surpius earnings.
There’'s a very complicated formula, and T won’t
go into the tax code of the amount of money that
vou can use for this purpose. Uh, that amount
of money in years past has been greater than

what the premium has--c¢ost has been. We have
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therefore built of a reserve in the health
insurance, uh, resesrve. Uh, without crediting
that with any additional earnings in future
vears, we estimate that those reserves will be
gone in two to three years, depending upon what
happens To premium cost, There is another
amount, uh, in another trust that is pending,
that could extend that for another year and a
half or two vears. Uh, the current cost, as I
said be_foreI is approximately $10 million a
year. Uh, that will likely increase, and I
believe we’ve got a chart in here somewhere to
somathing on the order of 515 million, uh, by
the time that, uh, 200% rolls around. A very
important point to make here. Since 1its
inception, insurance, and that was 1882, retiree
post-retirement health care, retiree health
insurance has been on a pay as you go Dbasis. It
was not designed go be actuarially funded and it
has not been. In fact, the way the muni code
currently reads is that 1f all the ressrves are
gone and there are no earnings, then that
becomes a part of, uh, the budgetary cbligation
of the city. Uh, the numbers that we have given

you, uh, are assuming that health insurance were

Ubiqus/Natien-Wide Reperting & Convention Coverage
27 Cortlandt Streetr — Suite 802, New York, NY 10007
Phone: 212-227-7440 * 800-221-7242 * Fax: 212-227-7524




in

10

11

13

14

1o

17

18

19

20

21

22

23

24

CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 38
a pullwoﬂ responsibility of the retirement
system and therefore were actuarially funded,
Uh, Lo my knowledge, and I'm sure that, ﬁh-~that
your staff will discuss this with you
extensively at seome point, but, uh, to my
knowledge there is no reguirement that health
insurance benefits be fully funded, not to say
that--be actuarially funded, I should savy. XNot
to say that this would be a good thing to do,
okay. Here again we're projecting the total of
all of the stuff that we have Jjust told you
about: Uh, our current unfunded liability is,
unh, 720 million. The 13" check and health
insurance for current retirees has a projected
liability of 433’million. Uh, retiree health
insurance for those that are currently active,
that will retire in the future, has a projected
liability of 750 million. And then the
contingent liabilit? of the Corbett benefit of
75%. The total adds up to nearly $2 billion,
which is a large dollar. Ckay, uh, we're now at
the point to analyze alternatives or to discuss

alternatives, and I wish to make the point here.

We, as the retirement system and the Retlirement

Board, simply put these to you as alternatives.
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Uh, what is done is, uh, the policy call on the
part of the city and the city council. It 1is
not our point--cr not our place to recommend to
you do, you know, 1, 3, and 5, but do not do 2
and 4. But we discussed these out, and I'11
Turn it back to Fred for that discussion.

MR. PTERCE: Uh, yeah, thanks, Larry. These
are pretty self-explanatcory as put up there.
But essentially under number 1, if, uh--1if the
council were to maintain the status guo, then
the contribution rates ramp up pretty
aggressively over the next half a dozen years,
um, but at the end of that timeframe, there
would be--you would still--you would then be at
the full, uh, actuarial rate as determined by
PUC. Understand, if you did that, the issue of
the retiree health benefits still being on a pay
as you go basis, 1s an addition, um--in additiocn
to that item. Um, socmething that many other,
ah, pension funds have done, together with their
plan sponsors, is lssue pension obligation
wonds. Uh, that’s where you fleoat bonds. 7Tou
take that money. You fill it intc the system,
whether it’s in the full amount or someé other

amount, and that reduces the unfunded liability,
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which thnen reduces the contribution rates, um.
and there are .Lssues of{ what the costs of those
bonds are versus the costs of the accrued
iiability, um, that need to be evaluated, um.
The third alternative is, as was reflected, even
though the contributions are being ramped up
over the next six years, they are still
nevertheless underfunded. Uh, actuvarially, each
underfunding is accruving, uh, at a rate--
actuarial rate of 8%. 5o you don’t pay 50
million this vyear, you know, then 1t’'s 50
milliocn plus 4 in accrued intefest the next
year, and that number just tends to affect the
unfunded liability. There could be an agreement

to change that, to ilncrease more immediately the

contributions. Un, that would also have an
impact on the figures. You can obvicusly
comblne these., And we trust that as--um, as the

Manager and staff evaluate these, there will be
a plethora of cother alternatives or, uh,
strategies, um, you know, that cowld fall within
the range of these or others that might, um,
that might come up, um, Uh, the last cne was a
comment I had made earlier, which was the, um,

permanency of, uh, members’ and retirees’
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expectations in regards to contingent benefits,
uh. And there is some gquestion as to, um,
whether the current system of using, um,
realized gains as the mechanism to pay those may
call to a threshold guestion. Do those want to
he benefits or do those not want to be benefits?
and if so, should they be actuarially funded,
uh, or should they be allowed to be funded in
the manner that they are today? And the health
insurance guestion, obviously a very significant
one being a pay &s you go plan, so. Uh, just
that’s the final kind of food for thought in
terms of, um, what the conclusion of the
analvsis is.

MALE VOICE: Ckay, we’ll take a five-minute
break and come back at 10:30 for, uh, public
testimony and comments.

{break]. [background talk]

MALE VOICE: Council member Mainchen
[phonetic].

MR, MAINCHEN: Here.

MALE VOICE: Council member Peters.

MR. PETERS: Here.

MALE VQICE: Deputy Mayér szunza [phonetici.

DEPUTY MAYOR AZUNZA: [inaudible]
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MALE VOICE: Council member Medafer
[phonetici.

MR. MEDAFER: Present.

MALE VOICE: All present.

MALE VOICE: All right. Uh, we're going to
go first to, uvh, there are five public speakers.
Uh, each person gets three minutes. Uh, we’ll
start with Nancy Acivero [phonetic], uh,
followed by Judith Folsom [phonetic].

‘MS5. NANCY ACIVERG: I’m Nancy Acivero, the
current President of the City of San Diego
ﬁetired Employees Assoclation. And I just
wanted to say I really appreciate the concern
that thg Mayor and council are showing to this
issue and particularly that you are looking to
resclve it within the next 60 days or so. And,
uh, we, of course, would love Lo see the system
made whole and the contingent benefits provided
for, particularly for the older retirees. And
if there is, uh, anything within this--this
process, that we were invited tovparticipate in,
we would welcome, uh, that invitation. Thank
you .

MALE VOICE: Uh, Judith Folsom, uh, followed

by Judy Italiano [phoneticl.
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MS. JUDITH FOLSOM: Uh, my name is Judith
Folzsom. And I would first like to thank you for

supporting the payment of our 13" check last
year. It was greatly appreciated. And today
I'm here to ask for your continued support. A
major issue affecting retirees is the retiree
health benefit. A clty rescluticn and city
ordinance adopted in 1981 clearly state that the
medical insurance 1s on the same basis as 1is
provided to city ‘employees, uh, and that it was
provided to us as a permanent benefit in lieu of
Social Security participation. The decument
states that is was the intent to provide such
coverage as a permanent benefit for eligible
retirees. The city has not reentered the Social
Security system. The benefit is still
permanent, and we ask--and I ask that you please
fund it as such. As indicated in my letters to
vou, I am also asking you for permanent funding
for our 13" check in Corbett settlement.
Curréntly, these contingent benefits are paid
from surplus undistributed earnings. Thelr
continued payment is threatened by the interest
credited to drop participant accounts. The

interest credited is deducted from surplus
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undistributed carnings before our contingent
penefits. FEvery dollar credited fo drop--to a
drop account is one less dollar available to pay
contingent benefits. The average drop allowance
reflected in the June 30" valuation is
approximately $51,000 a year. An employee can
work for the city for a maximum éf five years
while in drop. At the end of the five-year
period, his account would have grown toO
$311,000. He can leave his drop monies on
account with the system indefinitely after he
gquits. If he leaves the monies on account for
just Five more years, the account will have
grown to $464,000, including over $35,000 in
interest earned during that last year. The
interest is more than twice the average annual
general member retirement alleowance of 516,400,
and that 835,000 in interest 1is deducted from

surplus undistributed earnings before any of our

contingent benefits. As of last June 36", there
were over 500 drop participants. Over $6
million was credited to their accounts. An

additional 1800 employeses are eligible to enter
drop within the next five years. Based on

today’s dollars, the average--the estimated
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average retirement allowance of these poetential
drop participants is over $63,000 a year. Even
if 75 to 80% of those who are eligible actually
enter drop, the amount of interest credited to
the drop accounts will be huge. HNow, the
interest credited to drop accounts is different
than the city’s drop contribution rates that
was-—-that was addressed, uh, in the
presentation. Please remember your older, loyal
retired city employvees and find permanent
funding for all of our contingent benefits.
Thank vyou.

MALE VOICE: Judy Italianc, followed by
Michael fgeri [phonetic].

WS, JUDY ITALIANC: Good morning, Mayoer and
counc:l and Manager. Uh, judging by the number
of phone calls I’ve gotten over the recent
newspaper articles, I can imagine what your
offices are like, a lot of calls from a lot of
people that are very confused, upset, and
afraid. And, uh, it’s unfortunate that we have
to find ourselves in this situation. The
complexities of the system are easily
manipulated to suit agendas. And certainly,

vou’ve found through phone calls and what vou're
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hearing today, there’s a lot of agendas that are
taking place arqund this particular issue. The
important thing that I've put out in my messages
on the phone is that no one’s vested retirement
penefit has been threatened, uh, that this
system is, uvh, $Z.53 billion strong, and the
scare tactic that some retiree 1s going to lose
their vested benefit is really--uh, really sad
because, uh, that’s not trus. MEA is proud of
the accomplishments that we’¥e made in bringing
aboul the appropriate improvements in benefits
to keep pace with state and county comparable
improvements, and we've always done that at the
bargaining table with the overall help of the
system, uh, in mind. And our negotiating teaﬁ
has spent many, many hours with Mr. Grissom,
snderstanding how the retirement system works,
as well as with the City Manager’s designee to
come and explain those things to us. Desplte
rumor and hype to the contrary, uh, improvements
in sctive employee benefits did not cost
retirees their 13°" check this year. Contingent
benefits depend, as just heard, on the
investment earnings, and those earnings were

dramatically, uh, down in the last few years,
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Also the Corbett check is a contingent benefit.
and retirees were represented by the same
attorney that’s suing the system now, and he
knew full well that those payments were
contingent on investment earnings. That has not
changed. Finally, the MEA understands that you,
as the Mayor and the council, inherited, uh, the
first Manager’s Propocsal and a huge, uh, problem
on how to deal with retirement benefits. And we
knoQ that with the strong leadership that all of
you have been showing us éver the last few
years, that you’re going to deal with this
problem and get it resclved, and we appreclate
vour continued work on 1it.

MATE VOICE: Thank you. Michael Ageri
followed by Jim Gleason.

MR. MICHAEL AGERI: Good morning. I began
my career as an attorney prosecuting, ub,
pension cases. T worked for the United States
Senate Subcommiltltes én Investigaticns and
investigated the Central States Pension Plan.
ind between 1994 and 2000, I have represented
8,000 people throughout the State of California
to recover their losses in a company called

First Pension. What I learned from that is the
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mest important person for you to we talking to
right now is thé actuary. Uh, we need to
readijust benefits. We need to readjust our
investment policy because it's too much
dependent on the stock market. We need to make
sure that we have up-to-date information.
Getting information as of 6/30/2002 really 1is
alimest useless, because that doesn’t tell us
anything about today, February the 12%".  That's
what we really;ﬂthe latest information you have
is as of Degember. Uh, it’s 720 miliion now.
The--what has happened i1s, it’s true--I don’t
think there’s any villains, but what’s happened
is that, as the stock market has gone down, we
didn’+t radically enough adjust our investment
policy, and so we continue to get hit by that.
It may be necessary to radically adjust our
investment policy. We may have ©O take care of
our benefits. But the key mistake that's being
suggested to you 1s that this all can be taken
care of in the outer years. If we don’t adijust
henefits, if you don’t adjust the outgo, if vyou
don’t adjust in the most prudent way possible,
the outer years are even going to be worse than

these years, and the idea of later generations
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taking care of these problem. What I suggest
that we do is this. First of all, it’s nect your
problem. You know, there were~-you did vote for
something last vyear, but T .don‘t think it was
sufficiently in front of you to make as informed
z decision as we have today. But whabt I suggest
that we do is this. Create a task force of
experts. Bring the actuary in. I'm
disappointed to see the actuary isn’t here
today. In the Justice Depaftment, the thing
they taught us was the actuary is really the
most important person to talk to. Create a task
force and then commit ourselves to say, look,
we’re not going te spend any more money on
stadiums or whatever until we solve this
problem, because this could really blow up and
become a huge problem. Eight percent--the
assumption of 8% 1is a huge assumption that we
cannot make in light of where the stock market -
is headed right now. And go, by an order of
magnitude, you are--you probably have a much
bigger problem than you think or that has téen
presented to you. So I say get accurate
information that’s up to date. Create a task

force. Mayor, don’t try to solve the problem in
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taking care of these problem. What I suggest
that we do is this. First of all, it’s not your
problem, Yocu know, there were--you did vote for
something last year, but I .don’t think it was
sufficiently in front of you to make as informed
a decision as we have today. But what I suggest
that we do is this. Create a task force of
experts. Bring the actuary in. I'm
disappointed to see the actuary isn't here
today. In the Justice Department, the thing
they taught us was the actuary 1is really the
most important person to talk to. Create a task
force and then commit ourselves to say, look,
we!re neot going to spend any more money on
stadiums or whatever until we solve this
preblem, because this could really blow up and
become a huge problem. Eight percent--the
assumption of 8% 1s a huge assumption that we
cannot make in light of where the stock market
is headed right now. and sc, by an order of
magnitude, you are-—-you probably have a much
bigger problem than you think or that has been
presented to you. So I say get accurale
information that’s up to date. Create a task

faorce. Mayor, don’t try to solve the problem in
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this budget year. It's taking on too hig a2
responsibility. This thing was created by
pecple before you got here for many years.

Don't try to.solve it all in one bite. But that
would be my recommendation. and again, I don’t
think it’s necessary to find the villains. This
is a problem that everyone’ s struggling with all
throughout the United States, but we need to
make change, and we can’t continue on with life
as usual and expect we’ll have a‘sound system,
Thank vou.

MALE VOICE: Uh, Jim Gleason.

MR. JIM GLEASON: Thank vyou, Mr. Mayocr,
members of the committee. Tt's unfortunate that
this nas come to this point, but it’s kind of
grown gradually since 1891 through 2 series of
vind of manipulations that looked like creative
financing, that looked good at time but have now
proven to be pretly disastrous. A couple of
things that came up today. Mr. Plerce indicated
rhat because of one year the system had lost
money, tLhere were not sufficient funds in the
system to pay for the--some of the contingent
benefits. That was one year. Mr. Grissom

followed that up by saying, oOver the last three
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vears, it hasn’t been that'béd. We’ve had a
positive. So five years, quite positive. Going
on back several years, it’s been a dynamically
oerforming system. My problem that I'd like to
talk te you about is that the system has béen
managed in the interest of the city and its
contribution rates and of current employees and
the vastly increased benefits they’ve been
given, without consideration to retirees and
their éontingent benefits. Even it was
dis;ussed with you today that the contingent
benefits may be something less than legitimate.
Mr. Mavyor and members of the council, these are
the result of court actions reguiring the city
to do this, and it came back that this was the
agreed upon way of dealing with this. The city
council--previous city councils had come to that
commitment. It was a way of doing it. And 1t
was--it was--it could have been taken up on many
different forums. It could have taken on
anather 1% increase in cost of living and so
forth. It didn’t. The 13" check took on that
character. You're talking about something that
was created by the city. It was--it’s not just

an afterthought of a benefit. Uh, I think this
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thing can be managed. It’s going to be very
difficult. Frankly, it’s very difficult for the
present Retirement Board of administration to
administer this eguitably in the interest of all
members of the systém——the provider, cﬁrrent
employees, and retirees, when the majority of
the voting members of the trustees are current
members who have vastly benefited since 19556,
vastly. And now we see that retirees are having
damage done. That;S about 1t.

MALE VOICE: Uh, David Wood.

MR. DAVID wéon: Mr. Mayor and members of
rhe committee, my name is Davia W. Wood. Um, 1
worked for the city for over 31 years. And, um,
I just want to say that I’m rather ashamed of
the situation, and I'm--I think the city should
be ashamed and I think the Retirement Board
should be ashamed because it shouldn’t be
nocessary for two old retirees to come back here
and try to defend their benefits that were, I
think, legitimately earned. And I think we've
been manipulated out of them, and I think 1t’'s
unfortunate. And I think the city should take
corrective action as soon as possible. Thank

you. And restore some sense of confidence in
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the retirees and the financing of the city.

MALE VOICE: That cencludes the public
testimony. We’ll go to the council members for
guestions. Uh, Mr. Medafer.

MR. MEDAFER: Thank you, Your Honor. I
think the last speaker kind of summed things up,
uh, with one word, and that’s confidence, and
confidence is certainly lacking this merning,
uh, from the fecent néwspaper articles. And I
brought with me today a numbef of guestions
that, uh, I may not expect LO get answers today,
wut T nonetheless hope Lo gsl answers to, and I
think the public deserves to have answers LO. I
have several letters that, uh, I pulled from my
files, that I have been saving on this issue,
going back to last May 2002. And Ms. Schipioni
[phonetic] wrote a letter asking for--

[END TAPE 1 SIDE 2]

[START TAPE 2 SIDE 1]

-

MR. MEDAFER: And, you know, am . reading
this right? Two billion in the hole by 200972

ME. PIFRCE: Well, let me answely and then

Larry, you take it. The other part of this 1s
the definition of contingent benefits. We have
never been asked to fund those. They are paid
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if tﬁere are surplusesg. So, a big chunk of this
is those contingent benefits, Mr. Medafer.

About a billion two of that—--no, a billion--
well, everything but the 720, um, are the
contingent benefits, that are, in fact, now
being, uh, seen as that word infers, contingent,
and so it takes extra earnings to pay those. So
it’s a policy decision. But if, in fact, the
council wanted to formally make those permanent,
then, in fact, this is the picture, 1f you
wanted to do that, if you wanted to allow
[crosstalk]l-- :

MR, MEDAFER: Well, I'm sure we have a lot
of employees that have some expectation on that.
That's my concern.

MR. PIERCE: Yeah, that’s why we tried to
make that--veah, I concur,.

MR. MEDAFER: And again, I‘m looking at this
chart. I don’t see anything in this chart about
the stock market today or tomorrow. This just
shows what the bkill is going to be. Uh, s0
again, if T read that chart wrong--you know, I
noted in my notes hers, without the depressed
market, you still--if we were to pay these

benefits, thatfs $2 billion. Corbett, I
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understand, is a legal settlement, is it not?
Aren’t we legally obligated to pay that?

MR. GRISSOM: That is correct, Mr. Medafer.
T+ is--all of the benefits, as Fred mentiocned,
everything on that chart, except for the 720, 1is
a contingent benefit. In other words, it 1is
contingent on there being sufficient realized
earnings to fund it, The numbers that you See
there are present value dollars of the--with a
snapshot of the conditions in the system as of
June 30, uh, that are how many dollars would
have to be in the bank today to ensure that you
had the money to pay those henefits regardless
of what happened out into the future. That
future projection does assume a'growth at 8%
average over the long term. That is correct.

MR. MEDAFER: That is my--a very blg worry.
Uh, how about slide 24, please. Slide 24, we
talked about health insurance. And on that
second line there, what I was struck by 1is that,
for the last 20 years, we've paid 56 million.
Yet, in the last two years, two fifths of that
or more than two fifths of that has been paid in
health. Now, that ought to freak anybody out.

and I'm again concerned--and again, I'm asking
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these guestions at this point rhetorically,

recause when I conclude, I'm going LO offer a

‘suggestion--uh, but, you know, I'm a City

Manager, uh, you know. Ten million dollars
projected for 03, 9.5 last year, and over the
entire 20 years, since we got out of Social
Security, we've only paid, you know, not even
$60 mililion. Um, let’s go TO slide number 9.
On slide number 8, this is another concern. We
show total liabilities of 3.17 billion, and this
is how you have your 720, uh, million. I guess
my question at the time~—-and maybe it’s been
answered, but I'm going to ask it again-—does
this 3.17 billion include health benefits?

MR, GRISSOM: No, it does not.

MR. MEDAFER: ©Oh, okay. Well, that’s
another concern. Again, going back Lo health
benefits. Um, another issue that I got from my
conversation with Ms. Schipioni at the beginning
of the year, was that in the area cf capital
gains, um., Tell me if this isg right or wrondg.
Capital gains are distributed thinking of them
as cash, and that money is not kept in the plan
or not being reinvested. Is that true?

MR. PIERCE: Well, the issue of realized
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gains is just that, Mr. Medafer, that in the
goods years--you know, picture peaks and
valleys--to pay these contingent benefits, in
the good years, money is taken out of the system
to pay those and doesn’t stay in the system to
pay the vested benefits over time. S0 what that
really means is that 1if our target rate of
return is 8%, but in the years we earn 9, 10,

1?2, we’'re taking some of that to pay those

benefits, it means we really need to earn more

o

than 8% over time. And that is absolutely
accurate,

MR. MEDAFER: Okay. Um, so the underfunding
issues of concern. Um, in a letter that was not
responded to--at least, I didn’t, as a member of
the city council, get & copy of this, was a
letter from Ms. Schipioni dated 23 May of 02,
um, where she indicated, um, a comprehensive
performance and cperational audit, she was
asking for that, of the retirement system,
simitar to the one recently done by the
metropolitan government of Nashville and
Davidson County Employee Benefit Board, to be

conducied as soon as poessible for the purposes

of providing an independent assessment of the
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conditien and performance of the system. And it
goes on to talk about performance of the pension
fund investments, including but not limited to
the investment ¢onsulfants, managers,
custodians, brokerage firms, etc.; and then
phase two, assess the employee benefit delivery
system, including the admin;stration, and on and
on in a number of issues. Um, 1 saw the aundit
statement in your annual report signed by Victor
Colierone {phonetic], but it is my uﬁderstanding
that all he’s doing is just simply sayving this
is a nice set of financials, but it doesn’t say
much ‘beyond that. Is that correct?

MR. PIERCE: Yes. In fact, um, the Board
did, um, around the timeframe of Ms. Schipioni’s
letter, take several very significant acticn
items in regards to, uh, auditing of the system.
The first is the Board has acted and has now
created, um, or approved the creation of an
audit committee. Uh, and, in fact, we are now
golng through the formative, uh, policy of
setting up the rules necesszary for that to
become, uh, an ongoing standing committee of the
Beard, and that--those rules, I believe, are

going to be adopted, uh, next month at our
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Board. So we're creating the audit committee.
I will then appoint that committee. The Board
has also approved an even broader scope of, uh,
an.audit than was recommended in that letter.
And sc, we're simply waiting for the audit
committee to be set up, for them then to fine
tune the scope of that. But we will be having a
broader investment audit, um, than just the
financial audit you seg theres, um, Mr. Medafer.
We’ll also be having an operational audit, whicﬁ
is a best practices audit of the management
practices and procedures. All of that has
already been endcorsed. It’s already been
approved. Uh, we’ve got draft documents for
RFPs, and those will be cifculated and in place
in the very near future.

MR. MEDAFER: So what would the timeline be
on that, uh, initiative? As far as after you've
issued a contract, how long is the auvditor
expected to work?

MR. PTERCE: Yeah, Mr. Barnett, do you
know,? Or Mr. McCall{phonetic] 1is here too on
the investment side. Or Larry?

MR. GRISSOM: Uh, Mr. Medafer, 1 would

estimate that once the auditor has besn selected
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for an audit as comprehensive as that, that
their work would take probably on the, uh--cn
the high side of the yvear before their report is
actually issued.

MR. MEDAFER: When I read--uh, the council
voted on an item on November 18%, and reading in
my own notes here, from what I've read in this,
I wish I had voted no at the time. This was a
letter from Ms. Schipionli to Mr. Ewell
Iphonetic] on 31 December, which still can curl
your hair 1f you read some of the concerns that
she has in this thing. Um, you know, I guess
where I get to with this issue is that, as I've
said, the last speaker used a word called
confidence. And, vyou know, T certainly have
confidence In the Retirement Board’'s interest in
protecting the funds and moving forward. What I
dﬁn’t have confidence in is our ability to pay
the shortfall, What I don’t have confidence in
is the fact that since the Mayvor’'s Blue Ribbon
Committee, you know, really came oul with these
issues, that, um, we're really done enough as za
city to take this issue seriocusly. I’m very
glad that it’s on the agenda today, um. And I

understand, Mr. Pilierce, what you're saving with
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respect to your--your audit committee. But I'm-
-maybe that’s it. I’m thinking that, uh, you
know, I'd really like to see a third party firm
retained to review all of the details that we've
seen today, uh, for an independent analysis. I
would like to see that third party respond to
the letters. 1 didn’t even get 1in, because I
den’t want to take any more time here, I mean
Ms. Folsom’s letter, uh, she spoke and had some
excellent points on concern about like the drop
program right now. We’re putting out money in
the drop program that pecple are able to keep on
account, earning interest on that, and that
basically there’s no limit as te how long they
can keep that in there. And they’re drawing
interest at 8%, even though what’s the return
we’re getting right now? And, you know, let's
say itfs 1%. How long does it take to make up
the difference between what you’'re getting and
the 8% that they’re getting, and how 1s that
affecting our ability to pay health benefits and
all these other contingent liabilities, which
are of a serious concern? And then, you know,
she goes on. She has the health benefits, the

fact that we have annual leave right now and how
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that’s being treated. There's a lot ¢f people
are able to convert annual leave to service in
the system. Now, I don’t know the latest report
I saw--Mr. Manager, I'd be interested in seeing
that again as part of the budgel process. 1
think this city is going to have to be very
diligent this time in looking as to how much
time on the beooks we’re going to allow employees
to bank. Uh, this is a seriocous fiscal issue.
The last time I talked to the auditor about it,
two or three years ago, it was hundreads of
millions of doll;rs that we owe employees.

MALE VOICE: Accrued over a long periocd of
time.

MR. MEDAFER: Yes. But, you.know, before,
what was the vyear when they cut 1t off, before
"32 or what have you, there was no limit as to
the number of hours you could have on the books.
I used to have an enmployee that worked for me

who had something like four or five months on

the books. And I know there’s more that have--
than have that. So, vou know, I appreciate the
comments as to the scare tactics. I don"t think

that that’s a good way to play this thing.

Let's take this from a seriocus standpoint, as 1t
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‘really is, and, you know, fiscally prudent to

get a clean, clear, and unbiased opinion. And
if, Mr. Manager, I would like to ask, um, that
you, um, review what it 1s that the zudit people
are going to be doing fbr the Retirement Bcard.
T would like to ask, Mavor, that the Blue Ribbon
Committee, uh, loock at what the proposed--the
RFP is for the, um, the audit that they’'re
doing.

MALE VOICE: Yes, the Blue Ribbon Committes
is really ocut of existence.

Mr. MEDAFER: ‘All righﬁ. What I'm trying to
do, Your Honor, is I want to make éure——

MALE VOICE: Those people have all
scattered.

MR. MEDAFER: I don’t blame them.

MALE VOICE: The Chair is on the ARirport
Authority. The Vice-Chalr is on‘the Ethics
Commission. They’re all busy doing other
things.

MR. MEDAFER: Until I’d heard Mr. Pierce
just speak with respect to the audit, that was
exactly what I was geing to request, is that we
retain an independent third party to review what

we've sesen. I would like to sae responses Lo
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Ms. Folsom's letter. I would like to see |
responses to Ms. Schipioni’s letter. 1 know
we' ve seen them. I’ve seen Mr. Ewell’s
response. But J'd like o see a third party
respond, with all due respect to the City
Manager and the Retirement Board. T want to
hear from an independent third party to make
sure that we're okay, and most impocrtantly, I
want to hear the bottom line as to what it's
going to cost San Diegans and what it’'s goihg to
cost the city to make this system whole and to
keep our employees, uh, feeling confiden% that
they’re going to get the money that they expect
to get. Thank vou.

MALE VOICE: Now, just following up on one
thing, Mr. Medaler asked about,'and that’s the
relationship between--I guess the right one is
surplus undistributed earnings and contingent
benefits. Um, it’s not clear to me what you

define as surplus undistributed earnings. Is

o

8

7

O
Fh

that earnings in excess

MR, GRISSOM: Okay, it is realized earnings,
ckay. Realized earnings is the sum of basically
all cash income coming inte the retirement

system, dividends, pay-downs, and the net of
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gains and losses on the sale of securities.
That establishes what is called, in the muni
code, undistributed earnings. Then it goes
through~-and we do have a lot of semantical
problems with that. The muni code then
establishes & priority order of things that will
be paid from undistributed earnings. Whatever
is left after those things have been paid, if
anything, is surplus undistributed earnings,
which, in accordance for the code, then gets
redeposited or depesited or credited to the
employer contribution reserve, one of our litany
of, uh, reserve accounts for the purpose of
reducing the system’'s unfunded liability, okay.
So Mr. Medafer is correct in that, as you pay
out of the earnings, uh, and if you will refer
to, uh, the chart on page 24, you’ll see that
since the inception of these various benefits,
that’s totalled up in that left-hand column,
$170 million, that’s cash out of the system.
That is money that has been spent, okay.

MALE VOICE: .Okay, 1 understand vyour answer,

put--and I read both your PowerPoint and your
report, but if’s hard to get my hands around at

what point, uh, if we’re using realized earnings
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and undistributed realized earnings, on this
priority list, at what point does, for sxample,
health benefits, do we--can we pay into & health
benéfits reserve? Now, is there--1 mean,
there’s got to be scome peint at which it becomes
excess.. In other words, if it s--1if we only
have reaiized earnings of 6%, I'm assuming
there’s-—-1is there nc surplus unrealized--
undistributed realized earnings?

MR. GRISSOM: Um, I'd rather answer that
with hard dollars rather than percent, because
percentages get, uh, dangerous and, of course,
they fluctuate with, uh, the assets and all cof
that. To pay everything that is listed in the
priority order in the muni code takes between
5110-120 million a year, okay. This 1is
crediting emplilovee and emplover contribution
accounts, paying our operating budgets. Then it
starts down the 13" check, insurance, Corbett,

and then the other two reserves.

MR. MEDAFER: fcrosstalk] Your Honor, for
interrupting. How much are we paying now?
MBRLE VOICE: Uh, for what, Mr. Medafer?

MR. MEDAFER: You say it takes 120 million.

I"11l ask the City Manager. What are we paying
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in right now?

MALE VCOICE: Uh, excuse me, Mr. Medafer.
We’re not--you’re talking, if I'm understanding
vou correctly, about contribution income, and
this is income from the investment programQ—two
very separate things.

MR. MEDAFER: The gusstion I'm trying Lo gel
att is at what pcint are there surplus
undistributed realized earnings that go into the
balance of our assets? When'it’s in excess of
120 [crosstalk]--

MR. GRISSOM: Anything over and above 110,
120 million dollars.

MR. MEDAFER: And that’s the first time that
we are--that we would be adding--let me go back-
~-this was the chart on--well, the chart that
shows what the total assets are and the total
liabilities that comes out to 720. When we add
to that total assets, you've got to have
realized earnings in excess of 120 million
before you add to that. No?

MR, GRISSCM: No.

MR. MEDAFER: Does that include the
appreciation—-

MR. GRISSOM: No, because the total assets
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include all of the things that we’re talking
about.

MR. MEDAFER: It includes the appreciation
in, for example, real estate holdings ocr--

MR. GRISSCM: Correct. On a total return
basis, that includes appreciaticn, appreciation
you do not necessarily realize until you sell
the asset that has appreciated. Sc total return
is the value of everything in the fund 1f vyou
were able to sell it today.

MR. MEDAFER: Okay, but when we talk about
rthe $720 millicon-deficit, okay, 1f the stock
market were to tomorrow double, & lot of that--
our stock holdings tomorrow were to double, a
jor of that deficit would go away.

MR. GRISSOM: Absolutely, absolutely.

MALE VOICE: Okay. All right, let’s go on
te, um, Mr. Peters.

MR. PETERS: Thank vou, Your Honor. Um, the
first thing I wanted to say was, uh, before we
let it go, is that, um, I wanted toc thank the
Mayor for bringing this up in a public setting
like this. It is not that long ago that a
public discussion of something of this,. um,

seriousness would never—--would be unheard of,
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and I think we should not forget that. And I
thank you for that. Uh, the second thing is I
also want to acknowledge that, um, no one made
any money in the last couple of years with the
stock market, and the fact that you have done as
well as you've done, in particular compared to
other, um, entities of your type, is--deserves
our, um, gratitude, the fact that you've, um,
cutperformed these other, um, funds, uh, the way
that you have, I think is goed for us. And I
think that that’s some good news. Obvipusly, we
have a very seriocus problem we want to deal
with, but, um, 1f we were performing like soms

of the otner funds, uh, 1t could ke--you know,

it could be significantly worse. So 1 want to
thank you for that. Um, just a note on the
contingent benefits. I would just differ with

Mr. Medafer, um, his characterization of being
able to pay people what they expect, and I'm not
sure if that’'s what he intended to convey. But,
you know, obviously we have a legal obligation
on these contingent benefits to pay what we're--
what people are entitled to. Uh, I can't
account for what people expect, But I do know

that with respect to the 13" check, when we paid
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CITY OF SaN DIEGO, €& RULES COMMITTEE MEETING 70
it the last time, 1s that both sides were very
clear.that they understood that this was a
contingent benefit, uh, and they wanted this one
last payment of the check as a transition, sort
of to let people down easy. 2And that was what I
heard when we voted for that 13&‘check the last
time. Um, I hops I’m not hearing something
different today, which is that, um, we’'re
supposed to come up with this 13" check out of
something other than these surplus earnings,
hecause we are not, in this city, in any
positicn to snap our fingers and turn what are
contractually conbtingent benefits into assumed
and forever benefits. I just think that’s an
unrealistic, uh-~-that’'s uﬁfair, but it’s also an
unrealistic, uh, portrayal cf the city bgdget
situation. We would be making this problem that
much worse by doing that. And I suspect that’s
not what Mr. Medafer, ubh, intended to convey,
but I wanted to make §ure that that was clear.
We have to--we have the right--everyone has the
right to expect what they have a right to, bﬁt
if they expect more than that, um, I think,
particularly in these economic times, 1t's goling

to be difficult.
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MR. MEDAFER: If I may, Mr. Peters. You're
absoclutely correct. My concern 1s very clearly,
though, in the area of the health benefit
igsues, which I see that as just going way out
of control and little to cover that.

MR. PETERS: And I decn’t see those as
contingent benefits at this [crosstalk], at this
point.

MR. MEDAFER: No, no, they’re not.

MR. PETERS: Um, then the other thing is, I
understand that the county dealt with this just

recently within the last yvear by some sort of

bonding. Is that correct, and can you describe-
~ I mean, tTheir ratic went way down also. How

4
did they handle that?

MR. GRISSOM: Okay, a little bit of
background on the county. Um, the county
issued--and they’ re called pension cbligation
bonds-~they issued, uh, one issue in 1994,
which, uh, was in the amount of $432 million, if
I remember correctly. Absclutely the best time
in recorded history for them to have done that,
but what that tells you is that their unfunded
liability at that time was $432 million. Of

course, in 1894 that came intc the investment

Ubiqus/Nation-Wide Reporting & Convention Coverage
.22 Cortlandt Street — Suite 802, New York, NY 10007
Phone: 212-227-7440 * §00-221-7242 * Fax: 212.227-7524




18

11

12

13

16

17

18

19

240

21

22

24

25

CITY OF SAN DIEGC, CA RULES COMMITTEE MEETING 72
program in the teeth of the bull market, and it
raised their funding ratio to, in 2001, 107%.
This vyear the, uh, county negotiated with its
various labor organizations for a massive
increase in benefits, remembering that we have
increased benefits in some form or fashion, uh,
both zctive members and retirees, ohce a year
since about 1891, okay. The county had not done
that. They did a massive, uh, benefits
increase. The price tag on that, uh, in terms
of liabilities was nearly $1.2 billion. That
caused their fundiﬂg ratio, on that basis, to
drop from, uh, 107% to between 70 and 75%. They
then issued, uh--

MR. PETERS: Qurs is 77, so roughly--

ME. GRIZSOM: Qurs is 77, right. And they
then issued a second issue of, uh, pension
obligation bonds last fall, and I believe the
number was in the vicinity of 700 million. They
used part of the proceeds of that lssue to pay
off the remaining balance on the first issue of
bonds and, uh, netted inteo, uh, the retirement
system 550 million. Now, what that does--has
done to their funded ratioc centribution rates

and that sort of thing at this point, I cannct
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CITY OF SAN DIEGO, CA RULES CCMMITTEE MEETING 73
tell you'because I don’t know. But they
basically bonded part of the new obligation.

MR, PETERS: All right. Weil, this is going
back to the City Managef, and I'm fine with
that. I guess I’d like you to, um, consider,
what other entities have done in response to
what appears to be even worse problems than we
have, um, as part of your evaluation, and would
ask to have that back as part of your report.
lcrosstalk] I have one question'on slide
number, uh--well, I don’t remember what slide
was 1t. I think it was number)9. Just so I
understand the role of this target rate Of
return. Um, yeu have this--this, um, guidepost
of 8%. What role does that play in--I guess I'm
dust still not clear on what role tﬁat plays in
setting your behavior.

MR. GRISSOM: Um, it does two things. One
is that the target rate of return has an impact
on the actuarial contribution rate. Simple way:
if it’s higher than 8%, the contribution rate
will go down; if it’s lower than 8%, the
contribution rate will go up. The second thing
that 1t does, in terms of the retirement system,

the Board, through its investment commitltes,
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CITY OF SAN DIEGOG, CA RULES COMMITTEE MEETING 74
goes through a process annually of loocking at
our asset allocation, and there are certain
capital market assumptions. T won’'t get into
all of the detail of that unless you want me to.
But the investment program is structured to
obtain a total return of 8% or whatever that
assumption number is. Now, this again is a long
term thing. If you look at, uh--

MR. PETERS: So that’s-~so just--so that’s
sort of a way for you alsoc to manage how much
risk you assign to the [crosstalk].

MR. GRISSOM: That's right, that's rigﬁt.

MR. PETERS: Okay, I understand. All right,
then [ guess my final comment--um, this is
somewhat cff the mark, but maybe Mr. Azunza
knows the answer. I1s our President still
recommending that my Social Security be put in
the stock market? [laughter]

MALE VOICE: I did not vote for our current
President.

MALE WVOICE: And Ralph Nader appreciates
your vote. [laughter]

MALE VOICE: All right, uh, Mr. Mainchen.

ME. MAINCHEN: Thank you, Your Honor. There

have been, uh, a number of things that have come
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 75
before the council, that I felt like I, uh, was
at an advantage on by being an attorney, but
this is one of the ones where I think if I was a
CPA or an actuary, I guess, uh, it would be a
little bit easier. S¢ my guestions may be a
litlle bit all over. Mr. Medafer and Mr. Feters
asked some of them. But, um, all the
projections that we’ve seen TO date, um, do
fhose include an 8% rate--a projected B% rate of
return iﬁ 0%, 04, and onward?

MgLE VOICE: Yes.

MR, MAINCHEN: Okay. Um, how much more, um,
beyond I guess what we're calling Manager’s
Proposal Two, uh, would it cost the city to
include contingent benefits and health insurance
in the funding ratio?

MR, GRISSOM: T’'m not sure, Mr. Mainchen,
exactly how to answer that. To include the--all
the contingent benefits and the insurance, as
actuarially funded, would increase the
liabilities by, uh, roughly a billion two. If
we look at the breakdown of our--pardon me for
talking out loud, but this is helping me think
here. Uh, if we look at the breakdown of our

current actuarial contribution rate, it’s 21%.
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The normal cost is 12. So that means that 8% of
payroll amortizes 720. So to amortize a billion

eight would be somewhere between 15 and 18%, I

would say off the top of my head.

MR. MAINCHEN: Okay. What’s the reasoning
for not switching from the projected unit
credit, um, funding method to what I think
everybody would agree i1s the more conservative
entry age normal method now rather "than walting
until 20087

MR. GRISSOM: Um, T guess the simplest
answer to that is that this was part of the
negotiations that took place between, uh, the
city and the Board in the development of
Manager’s Proposal Two that we would not make
that change to EAN until 2009,

MR, MAINCHEN: There's been some mention,
and I know I've gotten a couple of letters on
this, uh, about pension obligation bonds. Can
you talk about what the advantages,
disad§antages are to that?

MR. GRISSOM: Um, the advantages of pension
obligation bonds are twofold. One, of course,
is that it, uh, puts X pumber of dollars into

the retirement system, which then reduces the
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CITY OF SAN DIEGO, A RULES COMMITTEE MEETING 77
unfunded liability and reduces your ongoing
contribution. The other is what is the industry
cerm arbitrage. If you were able to write, uh,
bonds, and the bond payment is at an interest
rate less than the 8%, which is, uh, the |
calculation that, uh--the interest thai we use,
then quote, guote, you are money ahead. The
disadvantage at the current time--we've talked a
1ot about investments--is that you could write
pension obligation bonds for let'é use the $720
million liability number. You're then
separately obligated to pay off that bond. You
provide that money to the retirement system, and
given the volatility of the current markets, uh,
in one year’s period of time, we lose 10% and we
lose 10% of that 720, so you now have a, uh-—an
unfunded liability all over again. That's the
primary risk.

MALE VQICE: It’s just borrowing money to
pay debt essentially.

MALE VOICE: (Ckay.

ME, GRISSOM: Correct.

MR. MAINCHEN: Borrowing money to pay a
credit card. All right. Um, how come the

Corbett lawsult isn’t being included as, vou
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cITY OF SAN DIRGO, CA RULES COMMITTEE MEETING 78
xnow, I gﬁess a price benefit, since it--I'm
assuming it must eventually be paid.

MR. GRISSOM: The answer to that gets a

little technical. Corbett was litigation, and

‘the Corbett benefit that we're talking about was

a part of the settlement of that litigaticen.
The settlement language very specifically says
that the payment in any one year is contingent
upon there being sufficient earnings to pay it.
That makes it a contingent benefit legally.
However, the second sentence ih that portion of
the settlement says, in any one year, when you
do not have sufficient earnings, you will accrue
the ameount of that payment to the subsequent
vear, which means that that's ultimately going
to be paid, which makes it a noncontingent
benefit. We’ve discussed this back and forth.
Un, staff and the actuary recommended to the

Board at one point that we include it as a part

of the liability. The Board chose nct to do
that. Counsel advised them that, in terms of
the settlement language, uh, they were, uh,

basically correct in doing it either way.
MALE VOTCE: 1If T may, I'd like to add just

a little bit to that. Um, the Corbett lawsuit
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CITY OF SAN DIEGC, CA RULES COMMITTEE MEETING 78
came out of what was called the Ventura
decision, uh, and it was Ventura County, and it
had te deo with, uh, benefits that employees
thought they were eligible for. They were
benefits above and beyond the base salary. So

there was a series of negotliations to the

lawsuit, and pasically it was a compromise. And

the compromise was that it didn’t go fully to
what the Ventura, uh, decision was, but at the
same time provided enhanced benefits to
employees in what I felt was a, uh, reasonable
approach under the circumstances within that
lawsuit. So it was a negotiated, uvh, benefit,
uh, as a result of allegations and concerns
that, uh, the benefits should be higher as a
consequence of what happened in another public
Jjurisdiction.

MR. MAINCHEN: Okay. Um, I guess I'1l wait
and see. T have cther guestions, but I guess
111 wait and see what we get, um, when we get
the manager’s report. I would say this. It
does give me great concern when I see city
retirees coming down here being concerned about
benefits they’ve egarned, and that needs to be

remedied because that’s not right, and, uh,
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CITY OF SAW DIEGO, CA RULES COMMITTEE MEETING 80
there does need to be some confidence restored.
Clearly, our city, like every other city, has
taken a beating in the stock market and, ydu
know, thatfs somewhat understandable. But, uh,
I want to urge you in the strongest terms that
vou need to come back with a report that gives
us options to make sure that we are restoring
rhat cenfidence, so that our current retirees,
who've put theilr time in, don’t have to come
down hers and feel like rthey’re arguing for
their benefits, and then Lhe current people who
are working here have some confidence that those
benefits are going to be there when they retire.

MALE VQICE: All right, T think what we need
is a motion ﬁo refer this to the City
Manager for a report back in 60 days as to
what corrective action should be taken. I
think'Mr. Medafer wanted that response to
include, um, an evaluation of the outside
audit idea. Um, Mr. Peters wants that to
have an analysis of the--Mr. Peters, you
want the motion to include an analysis of
the--1 guess the pros and cons of bonding as
well as.who else has done 1it, and just some

investigation of what other jurisdictions
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who, um, are in our position. - And then I
would-~
MR. PETERS: Are doing or are about to do.
MALE VOICE: On bonding.

L MR. PETERS: On any--including bonding, but

any other ideas we might be able to glean.

MALE VOICE: Okay, so the--it would include
an analysis at least of what other major
Ccalifornia cities, uh, are doing, uh. I think
it would be interesting te include in that, uh,
vou know, for exampile, what’s been thelr
experience, or what's the unfunded liability of
Dakland, for example, um? vou know, has the
stock market adversely affected them, and where
are they at? [ think i1t's important for us to
see curselves in the context of other major
cities, perhaps limited to Califoxnia, uh,
because the markets are--or the stock market
has, uh, affected cities, vh, egually in
california. And then, I think finally I'd like
to see, uvh, a more detailed breakdown of the--
how realized earnings are allocated. TL s
referred to generally in the report that you
wrote, but it kind cf refers you to the

municipal code and says, wall, it’s pretty
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complicated; see municipal code section XYZ to,
uh, know exactly how itf’s done. 1 think we need
to--we need to see how that all fits together in
terms of--because I think that the issue here
that is probably most troubling to me is the
health benefit issue because, um, the deficit in
the, uh, unfunded liability, while & concern and
serious and not to be, uh, understated,
nevertheless is caused primarily by the stock
market crash. But, as Mr. Peters pointed out,
we-~this health benef;t liability is, um, not
exactly contingent. Um, maybe it’s contingent
for the retirément system, but it's not
contingent for the city. And if the retirement
system doesn’t, um, account for this and provide
adeqguate rescurces, uh, it’s going to come out
of the general fund or it’s going to come out of
the general fund plus the enterprise fund. So,
1 mean, I jUSt'thiﬂk it"s a serious ilssue. I'm
net guite sure what the answer 1s.

MR. MEDAFER: Your Honor, I’d make that as.a
motion, uh, those items that you indicated, the
audit, Mr. Peter’s comments, your commenis o©n
preakdown. And just want to add to that that

the Manager, as part of his report back, um,
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CITY OF SAN DIEGO, CA RULES COMMITTEE MEETING 83
give us—-—

MALE VOICE: I thought I was in the middle

of & sentence, but that’s okay. I thought you
were making the motion, um. Go ahead, Mr.
Medafer.

MR. MEDAFER: Your Honor--

MALE VOICE: Is there a second to his
motion?

MR. MEDAFER: Adding your moticn, and then
1711 let you--

MALE.VOICE: Well, why don’t vou finish yvour
comment.,

MR. MEDAFER: I°'m just interested in having
the Manager give us some fiscal options as well.

MALE VOICE: Um, and so my final point 1s I
think that it’s important to reiterate what, uh,
Judy Italiano said, which is that, you know, no
city employees’ reltirement benefits are--you
know, are under any immediate threat of not
getting paid, but we need to be, as stewards of
the system, address the long term
responsibilities as, uh, the pecple in charge of
the ¢ity, to make sure that, as we lcok out 10
or 20 years, uh, we’ve addressed the problems

now and didn’t just sweep it under the rug like
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apparently some prior councils did. 8¢, uh, all
in favor of the motion signify by saying “aye,”
opposed “nay.” It passes unanimously. We’ll
‘take a five-minute break, and then we'll come
back and do the last item on our agenda.

[END TRANSCRIPT]
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INTERIM REPORT NO. 2
REGARDING POSSIBLE ABUSE,
ILLEGAL ACTS OR FRAUD BY

CITY OF SAN DIEGO OFFICIALS

REPORT OF THE
SAN DIEGO CITY ATTORNEY
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OF¥ICE OF

THE CITY ATTORNEY
CITY OF SAN DIEGO
1200 THIRD AVENUE, SUITE 1620

SAN DIEGO, CALIFORNIA 92101-4178
TELEPHONE: (619) 236-6220

9 FEBRUARY 2005



INTRODUCTION

The San Diego City Attorney is issuing this Interim Report Number 2 related to
possible Abuse, {llegal Acts, or Fraud by City of San Diego Officials.

In recent months, City officials have engaged in a series of acts and practices
that have caused a delay in the issuance of a certification by KPMG, the City’s outside
auditor, for the City’s 2003 financial statement.

During October 2004, KPMG requested that the City launch an independent
investigation of potential illegal acts by City officials that led to the City’s failure to
discharge its financial disclosure obligations. Specifically, KPMG has requested a
report supported by a thorough investigation and including clear conclusions about
whether any relevant laws have been violated and whether individual conduct may
have been fraudulent or unlawful. The purpose of the requested report was to provide
a basis for determining KPMG's ability to rely on management representations from
the City. The City Attorney has undertaken that task.

The City Attorney’s First Interim Report reached the following conclusion:

Despite the substantial financial crisis faced by the City due to

funding problems in the City pension plan the Mayor's Blue Ribbon

Committee Report on City of San Diego Finances represented the

funding ratio was 97%. Thus, the Mayor's Blue Ribbon Committee

Report on City of San Diego Finances contained a material false

statermnent that the San Diego City Pension Plan’s funding ratio was 97%
when in fact it was 89.9% funded as of 30 June 2001. The report also



failed fo disclose that by 11 October 2001 the audit staff of the City had
determined that the investment portfolio of the City’s pension plan had
dropped significantly. Finally, the possible triggering of the City’s duty to
make a sizeable balloon payment to the plan was not mentioned. City
officials allowed this misinformation to be perpetuated despite various
opportunities to correct the record. Thus, taxpayers and other users of
the Mayor’s Blue Ribbon Committee Report on City of San Diego
Finances were misinformed about material financial information
regarding City finances.

The failure to include accurate information about the dire {inancial
condition of the City’s employee pension plan in the Mayor's Blue
Ribbon Committee Report on City of San Diego Finances used in
February 2002 raises serious questions of misconduct by City officials.
The City Attorney’s office is now conducting an investigation to identify
the parties responsible for putting the false material statement in the
Mavor's Blue Ribbon Committee Report on City of San Diego Finances
and allowing this misinformation and/or omitted facts to be disseminated
to the Council, the market and the public.

Had the public known that the City faced the very real prospect of
having to pay hundreds of miilions of dollars into the pension plan in
order to meet its contractual dutics under the MP1 agreement, would the
City have proceeded with its decision to increase employee pension
benefits by hundreds of millions of dollars? Had this information been
disclosed would the City have continued to sell municipal bonds that did
not make needed disclosures about the City’s pension funding problems?
Had this information been disclosed would the City be facing
investigation by the SEC, FBI and US Attorney?'

On 11 October 2001, Assistant City Auditor Terri Webster understood that the
City of San Diego faced a probable pension funding crisis. As the City’s “chief fiscal

officer,” the auditor had a duty each month to know of and to keep the City Council

E Interim Report No. 1 Regarding Possible Abuse, Fraud, and Illegal Acts

by San Diego City Officials and Employees, pp. 15-16.



informed about “the exact financial condition of the City and of each Department,
Division and office thereof.””

By 11 October 2001, Assistant City Auditor Webster had learned of a
significant drop in the pension fund earnings for the first two months of fiscal year
2002. She knew that during July and Augﬁst 2001, pension plan carnings had dropped
71% from the same period fiscal year 2001. Because the losses pushed the City
téward having to make balloon payments of several hundred million doilars, this
development was ominous.

Ms Webster's understandable emotional response to this development was
captured in an email exchange with City of San Diego Human Resources Director
Cathy Lexin entitled "EEEK"™:

From: Cathy Lexin

To: Webster, Terri

Date 10/11/01 10:13AM

Subject Re: EEEK

FYT

’ San Diego City Charter Article V §39. (Exhibit 1)



YTD CERS [City Employees Retirement System] carnings as of August

31,2001 in the CERS Trust fund is about $15m compared to $53M

same fime 2000...a 71% drop! BEFORE 9-11-01! It will be tight to even

meet the base undistributed earnings distributions for FY 02 (ie. 13t

check, corbett, etc).”

In 1996, the City and the pension board entered into an agreement that allowed
the City to avoid its duty to make actuarially determined contributions to the pension
plan. The decision to relieve the City from its duty to provide full actuarial fonding
resulted in a decrease of the pension plan’s funding ratio. The pension plan’s funding
level fell from 97.3% as of 30 June 2000; to 89.9% as of 30 June 2001.* In fiscal
year 2002 1t fell to 77.3% . in fiscal year 2003 to 67.2%, and in fiscal year 2004 to

65.8%.°

. 11 October 2001 (10:13 AM) Fmail from Cathy Lexin to Terri Webster
on the subject of “EEEK.” (Exhibit 47)

! 14 June 2002 Memorandum from Cathy Lexin to Mayor and City
Council p. 2. (Exhibit 2)

: San Diego City Employees Retirement System Annual Actuarial
Valuations 30 June 2003 p. 13 (Exhibit 3) and 30 June 2004 p. 13 (Exhibit 4); see 14
June 2002 Memorandum from Cathy Lexin to Mayor and City Council p. 2 (Exhibit



2).



Under the terms of the 1996 funding agreeﬁ}ent, and in view of the funding
ratio dropping to 77% in fiscal yvear 2002, the City faced the prospect of having to
contribute $159 million to the pension plan in order to restore its funding level to
82.3%. Clearly the growing problem with the pension plan’s funding ratio created a
financial crisis for the City.® The Mayor and Council would have to find hundreds of
millions of dollars in a budget that was already strained. On 30 June 2003, the funding
ratio decreased to 67.2% from the 30 June 2002 level of 77.3%.” The descending

funding ratic would have required the City to pay the $159 million in 2004 and

6 The “funding ratio” refers to the ratio between the pension’s assets and
liabilities.
! 23 July 1996 Memorandum from Cathy Lexin to Larry Grissom re: City

Manager's Retirement Proposal, p. 7 (Exhibit 5); see also, 30 June 1996 Actuarial
Valuation (IExhibit 6).
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another $371 million in 2005.%

! Under the trigger, the City was required to return the pension plan to a
82.3% funding ratio by the July following the applicable actuarial report. The funding
ratio fell to 77.3% (5% below the 82.3% trigger) as of June 2002 and 67% (13%
below the 82.3% trigger) as of June 2003. Under the trigger formula, the City was
required to pay $159 million by 1 July 2004 (.05 x $3,168,921) and $371 million by 1
Tuly 2005 (.15 x $3,532.626); see, 23 July 1996 Memorandum from Cathy Lexin to
Larry Grissom re: City Manager’s Retirement Proposal, p. 7 for trigger formula.
(Exhibit 5)



This 1996 agreement violated the Charter provision requiring the City to fully
fund the pension plan.” The plan’s fiduciary counsel permitted the 1996 agreement,
which provided for the City to underfund its pension, only on the proviso that if the
funding ratio fell below 82.3%, the City would pay the amount needed to restore the
funding level to 82.3%:

The basis for the prior fiduciary counsel condoning the original

agreement to accept less than full actuarial contributions from the City,

was the establishment of a reasonable funding ratio floor (82.3%), and
the expectation of progress toward full funding pursuant to this plan.'
H.

THE SCHEME TO AVOID
THE TRIGGER AND BALLOON PAYMENT

A.  TRIGGER AND BALLOON PROBLEM DISCOVERED
The agreement requiring the City to keep the employee pension plan at or
aBove 82.3% was set forth in a 23 July 1996 memorandum from City Labor Relations

Manager Cathy Lexin to pension plan administrator Larry Grissom:

’ San Diego City Charter Article [X § 143 (Exhibit 7}; See, San Diego
Municipal Code § 24.0801 (ante November 2002) (Exhibit &).

o 14 June 2002 Memeorandum from Cathy Lexin to Mayor and City

Counctl p. 2. (Exhibit 2)



The City will pay the agreed-to rates shown above for FY 96 through FY

2007, In the event that the funded ratio of the System falls to a level

10% below the funded ratio calculated at the June 30, 1996 actuarial

valuation which will include the impact of the benefit improvements

included in this Proposal, the City-paid rate will be increased on July 1 of

the year following the date of the actuarial valuation in which the

shortfall in funded ratio is calculated. The increase in the City-paid rate

will be the amount determined by the actuary necessary fo restore a

funded ratio no more than the level that is 10% below the funded ratio

calculated at the June 30, 1996 actuarial valuation.”

The Counci! and Mayor, City Auditors Ed Ryan and Terri Webster, City
Treasurer Mary Vattimo, pension plan administrator Lawrence Grissom, pension plan
board member and Blue Ribbon Committee member Richard Vortmann, pension
board Chairman Fred Pierce, and other City and pension officials watched with
consternation as the pension plan’s financial condition deteriorated throughout fiscal
year 2002. Together these officials decided not only to keep the people of San Diego
in the dark about the situation, but also to withhold the adverse financial facts from
investors in the City’s bonds. As the pension plan’s funding ratio plummeted towards

the trigger, the concerns of these financial insiders grew.

On 3 December 2001, in an email she titled “earnings EEEK!” and signed

a 23 July 1996 Memorandum from Cathy Lexin to Larry Grissom p. 7
(Exhibit 5); the 1996 actuarial valuation was 92.3% (See, Anpual Actuarial Valuation
as of fune 30, 1996 p. 16 (Exhibit 6)).



*Sleepless in San Diego,” Assistant City Auditor Webster wrote pension administrator
Lawrence Grissom about the further deterioration of the City’s investment earnings:

Larry

Oct statements showed $15.4 m loss on sale of stocks and a total
monthly loss of $7m bringing YTD earnings at Oct 31, 2001 to only
$14.1 million compared to $107 m last year same time. A 87% decrease
IEEEK!

&

Sincerely,
Sleepless in San Diego' [emphasis added]

One month later, on 3 January 2002, Ms. Webster, Auditor Ed Ryan, and
Human Resources Director Cathy Lexin exchanged more bad news about and made
contingency plans in response to the precipitous drop in the pension plan’s earnings:

Ed

‘CERS fund earnings as of 11-30-01 was $17.4 million compared to
$112.6 at 11-30-00 (85% decrease). {Oct was a 87% decrease so slight
movement in the right direction occurred. }

In order to fund the basic items listed in the Muni Code out of earnings
using FY 01 numbers ... $§118 1s needed.

ok

Anyway ... these are SERIOUS consequences and needs attention ...

dok ok

12 3 December 2001 email from Terri Webster to Lawrence Grissom with a

copy to Cathy Lexin on the subject of “earnings EEEK!” (Exhibit 9)
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Terri

One month later, on 12 February 2002, Terri Webster wrote Auditor Ed Ryan
about the full gravity of the financial disaster enveloping the pension plan. As
documented in the most recent actuarial report, there was a swing of $486 million
against the City:

Per Larry the actuary report shows a $200M loss....that’s a $486m swing

from the last report. Funding ratio drops to 90% from 97%...this

assumes the $100m set aside for meet and confer is in assets. The

trigger point 1s 82%. ...

Ugly Ugly [emphasis added]
They project a $60m shortfall for FY 02 earnings.

1 3 January 2002 emails between Cathy Lexin and Terri Webster. (Exhibit

10)

i 12 February 2002 Email from Terri Webster to Ed Ryan on the subject
of EGF and CERS. (Exhibit 11)



On 12 February 2002, the actuarial report thaf Ms. Webster referred to in her
email to Mr. Ed Ryan ﬁfas released to pension board members. It showed that the
funded ratio of assets to liabilities had dropped to 89.9% and that the unfunded
actuarial accrued liability had grown from $68,959.000 to $283,893,000, a 290%
incr.ease.15 On 28 February 2002, in light of the further slide of the funding ratio,
auditors Ed Ryan and Terri Webster had a discussion with City officials involved in
the employment negotiations with the unions representing City workers. The topic of
this discussion was the need to include the effect of the trigger on the meet and confer

labor negotiations.

2/289/2002 8:10 AM

Email from Mary Vattimo to Izd Ryan, Terri Webster and Cathy Lexin
{cc to Bruce Herring)

Re: CERS eamings

| think that discussing with Ron is good advice; he has indicated he
doesn’t understand what the big deal is.
Mary

>>>Ed Ryan 02/28/2002 7:54:16 am>>>

Cathy. Bruce You might want to use Ron Saathoff to get their attention.
I don't believe you can conclude meet and confer without knowing what
retirement is going to do. That means they have to tell the City likely by
the March meeting. [emphasis added] 1 believe the Manager has to tell
Council the budget status before meet and confer concludes and he'd
have to know the retirement solution to do that.

3 San Diego City Emplovees’ Retirement System Annual Actuarial

Valuation 30 June 2001 p. 13. (Exjubit 12)
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>>>Terr1 Webster 02/27/02 04:40 PM>>>

OH BOY....the CERS earnings for Jan is negative {(§1.7)..we're moving
in the wrong direction! So thru Jan 62 we're at $25 million compared to
$146m last vear almost 6 times worse than last year...

I spoke to Fred and still don't think he gets the point that we need
answers now...and not just for a $60m shortfall but scenarios to cover a
$70m and $80m shortfall.

Remember the FY 01 funding ratio dropped significantly when carnings
were $165M. So at $40-60m 1t will be ugly.

Terri '®

During this period auditor Webster explained in detail to a member of the

pension board why the earning losses created a “fiscal time bomb” for the City:

I think your questions centered around why does the City care about the
solution to the FY 02 eamings problem?

I. Funding Ratio: Fiscal time bomb is attached to this. [emphasis
added] If it drops below 82.3% the City has to pay an additional/approx
$26m a year.

Solutions that do not impact the funding ratio are the best. We need to
know what the impact to the ratio is for the earnings solution...as well as
[ asked for the projected ratio based on FY 02 earnings.

The funding ratio is dropping rapidly in the present and last 2 year’s
investment market. If it dropped from 97.3% to §9.9% in one year and
FY 02 are 1/5 of the FY 01 earnings....then it is likely to drop real close
to the 82.3% trigger. Therefore anything that negatively impacts the
ratio needs to be known ASAP.

v 28 February 2002 (8:10 AM) Email from Mary Vattimo to Ed Ryan,
Terri Webster, Cathy Lexin, copied to Bruce Herring on the subject of CERS
earmnings.



2. Rating Agency impacts:

The Funding Ratio is a fiscal indicator of the health of the CERS fund
which is a major fund of the City. A large drop in funding ratio or
dropping below certain benchmarks could result in a negative impact to
the City's credit rating. The City has a high credit rating which is vital to
keep borrowing costs down for future issuances on the horizon such as
for fire stations, main library, and branch hbraries, etc.

3. Plan for more declines and Preserve every basis poinf of the ratio:
this is essential now since the impact of the bad market is far from
over....the actuary lags a year...so we probably have at least 2 very more
lean years ahead.

Don’t use assets unless absolutely have to.

4. Meet and Confer: is going on now...answers are needed from
retirement now as compensation offers are being exchanged and the
Mayor, Council and City Manager need to know what the current and

projected CERS status is as they consider possible retirement

enhancements.

Terri!’

On 6 March 2002 and 7 March 2002, Ms. Webster and plan administrator
Larry Grissom were exchanging the latest information bn the erosion of the pension
plan earnings and discussing whether the plan would reach the balloon paénnent
trigger:

Lawrence Grissom 03/06/02 5:32PM

Hi Terri

##%* Preliminary recommendation from staff (lucky me) is that -~--

V7 {8 March 2002 Fmatl from Terri Webster to
Rgarnica/@unitedcalbank.com on the subject of CERS. (Exhibit 13)
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carnings still look to be in the $50 to $60 million range. ***

New benefits are a question mark. We are so close to the line on
funding ratio, that Rick [Roeder] or I cannot predict until labor relations
gives us something specific. If they go the general member increase and
increase the offset, my best guess is that with a {lat investment
environment ie no gains, no losses, we will be around 83%.

Gonna get ugly [emphasis added]

Larry
CC: Cathy Lexin; Ed Ryan'®

On 15 April 2002, the magnitude of the pension plan’s staggering losses became
clear 1o Assistant Auditor Webster and pension administrator Grissom:

Lawrence Grissom 04/15/02 3:24PM
Terri _
Please treat this as confidential for the moment.....haven't shared with any of

the other Board members—yet.
R

* T hope I'm wrong, but projections of the value of assets lead me to
believe that actuarial Josses on investments could be nearly twice as
much this vear over last vear. That could be a reduction in the funding
ratio of 7%, if all else is equal. Those two things, without any other
actuarial losses or additions to liabilities for new benefits, efc. put us at
about 80%. Not a happy situation [emphasis added]

Like I said, don’t shoot the messenger.'”

Ms. Webster responded to Grissom, reminding him that the funding ratio was

I8 6 March 2002 (5:32PM) Email from Lawrence Grissom to Terri
Webster. (Exhibit 14)

v 13 April 2002 (3:24 PM) Email from Lawrence Grissom to Terri
Webster. (Exhibit 15)



really 89% not 89.9%:

From: Terri Websier

To: Lawrence Grissom

Date: 4/15/02 5:58 PM

Subject: Re: Don't shoot the messenger — !!

*#*also awaiting actuary answers like how exactly calculate the $95.6
loss...also 1 think the 89.9% in [sic] around 89% since it appears the

actuary counted ail of the 105M reserve as since versus just the
100M...»"

The avalanche of negative financial reports overwhelmed pension board and
City officials. On 26 April 2002, auditor Webster admonished Human Resources
Coordinator Cathy Lexin not to discuss the funded ratio until they both could get their
stories straight:

From: Terri Webster
To: Cathy Lexin
Subject: funding ratio
Cathy

I recall you mentioning that Larry said we’ll be at a 84-86% funding ratio
at 6-30-02. That makes no sense! I recommend not mentioning that
especiallv on Monday since we're getting different stories. I have an
email from Larry, less than two weeks ago which proiected it to be at
85% on 6-30-02...the big drop (7%7) Will be due to FY 02 poor
investment growth as well as a 1-2% loss due to the FY02 earnings
sofution.....so it makes no sense to me to now hear 84%. (Also we're at
89% no 89.9% since the actuary mistakenly gave us credit for $5.8
million of port money.) [emphasis added] 2

20 15 April 2002 (5:58 PM) Email from Terrt Webster to Lawrence

Grissom. (Exhibit 15)

21

- 26 April 2002 Email from Terri Webster to Cathy Lexin about the
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subject of “funding ratio.” (Exhibit 16}



B. CITY STAFF FIGHTS OVER THEIR OWN BENEFITS

By 17 May 2002, pension and City officials were fighting among themselves
over their own benefits. The issue that sparked the internal bickering revolved around
the lifting of the 90% cap for certain employees including Assistant Auditor Webster:

Terri Webster 5/17 5:25 PM

Why is this still out there? The maker of the “deal” Cathy/Dan, clearly
clarified that DRAFT language is not binding and if there is a better way
to do implement a 90% cap and the 2.5 at 55 that meets the City, union,
members, and CERS needs...then Fine, we're not stuck with the old
language.

I thought we were now all working on the same project of fine tuning
that solution.. .hence “Paul and Holly’s” versions that just need some
tweaking on Monday...we're almost there....

Again...why is Cathy’s intent still being questioned and desires to move
back\?;ards are expressed? [emphasis added]

Terrr®

Three days later, on 20 May 2002, Mr. Grissom lashed out at Ms. Webster and
other City officials for “further attempting to ‘pad’ their own benefits:

Terri

# ek

1f, after being accused of violating everything and further attempting to
‘nad’ vour own benefits, vou guys feel you get another bite at the apple,
go for it. I did not read Cathy as being at all amenable to changing the
basic concept. 1f she did, then great! T honestly don’t care how we do i,
so long as evervone is on the same page. No desire to move backward
on my part. You can’'t move backward until you've gotten somewhere in

= 17 May 2002 (5:25 PM) from Terri Webster to Lawrence Webster on
the subject of the “deal.” (Exhibit 17)



the first place. |[emphasis added|
Lﬂl’r}’zg

Auditor Webster shot back at Grissom, defending herself and arguing that she
did not get any “better benefit” and that the “statement ‘pad your own benefits’ is

wrong.”

5/20/2002 (10:26 AM)

From: Terrt Webster

To: Lawrence Grissom

Subject: Re: Curmudgeon speaks

For the record, to my knowledge, the people working on this like myself,
Holly, Bob, Dan, Paul .... get no better benefit under "Paul's or Holly's"
version that [sic] the original draft/your write up ..... so the statement
"pad your own benefits" is wrong.

We're looking at what is fair and reasonable and thinking of the General
Members as a whole versus individually. If their [sic] is a spectfic “hole”
or “risk” in the theory that you see as the Retirement Administrator,
please let Cathy/Dan/all know immediately because at this pomnt no one
has stated any problems with ‘Paul's/Holly’s’ proposed solution in terms
of “detriment/harm/risk” to the system, the City, or the members.

.24
Terri®

= 20 May 2002 (10:03 AM) Email from Lawrence Grissom to Terri
Webster. (Exhibit 17)

- 20 May 2002 (10:26 AM) Email from Terri Webster to Lawrence
Grissom regarding “Curmudgeon speaks.” (Exhibit 17)



C.  DISCUSSION SHIFTS TO GRANTING BENEFITS IN EXCHANGE
FOR WAIVING THE TRIGGER

When City officials learned of the impending trigger and multi-million dollar
balloon payments, they developed a plan to negate the trigger and avoid the
payments. To induce the pension board to take these actions, the City extended new
benefits to both City workers and to three union presidents. Thus City officials
intended to increase benefits even though the pension plan was unable to pay for
hundreds of millions of dollars in benefits already granted.

Emails confirm that pension board members violated their fiduciary duties o
protect fund assets in exchange for new benefits that they received.” On 21 May
2002, City Auditor Webster sent an email to labor negotiator Dan Kelly, Auditor Ed
Ryan, and other City officials seeking reassurance that Fire Fighter Union President
Ron Saathoff would prevail on the pension board to waive the trigger and forgive the
balloon payment. Mr. Saathoff was to receive a substantial presidential benefit in
exchange for his help:

‘Dan

2 See, San Diego City Charter Article IX § 143; Cal State Constitution
Article 16 § 17 (retirement board of public pension plan has “fiduciary responsibility
for ... adiministration of the system.”) (Exhibit 18)



The local 145 write up yvou sent out did not state that their increased
offset was contingent on the Board laxing the trigger....I thought ALL
retirement improvements (including the presidetial [sic] leave(?}) were
contingent on the trigger....especially need Ron behind releasing the
trigger since he runs the show at CERS.... [emphasis added]”

Within twenty minutes City labor negotiator Mike McGhee had assured Ms.
Webster that Mr. Saathoff was “well aware of the contingent nature of the benefits™:

From: Mike McGhee _

To: Ryan, Ed; Webster, Terri; Kelley, Dan

CC: Lawrence, Bob; Wilson, Bob; Heap, Elmer

Date: 5/21/2002 9:42 AM

Subject: Re: Meet and Confer Update - Changes for FY 2003 / FY 2004
/FY 2003 ‘

Dan shared with me your comments Terri. | assure you that Ron is well
aware of the contingent nature of the benefits, after our repeated
statements at the negotiations table regarding the benefits being
contingent upon your noted approvals. Cathy was very specific on those
points at every discussion. The various proposals are all specific to the
necessary approvals and available funding from the reserves, although
this is not stated in this "highlights" to the departments. [emphasis added]

D. THE MAYOR’S BLUE RIBBON COMMITTEE

2 21 May 2002 (9:22 AM) Email from Terri Webster to Dan Kelley on the
subject of “laxing the trigger.” (Exhibit 19)



On 27 April 2001, San Diego Mayor Dick Murphy convened a Biue Ribbon
Committec on City Finances “to perform an independent evaluation on the City’s
current fiscal health.”®’ The Mayor designated Auditor Ryan and Assistant Auditor
Webster as staff for the Committee. The Blue Ribbon Committee’s final report

described its charge:

In Mayor Dick Murphy’s January 8, 200! State of the City Address
entitled “A Vision for San Diego in the Year 2020: A City Worthy of our
Affection”, he outlined ten goals for the City to focus on over the next
four years. A concern raised by the Mayor was whether the City could
afford to do the ten goals. As a result, Mayor Murphy announced he
would convene a Blue Ribbon Committee on City Finances to perform
an independent evaluation on the City’s current fiscal health and make
any appropriate recommendations. Furthermore, the Mayor stated that
he would ask the City's independent Auditor and Comptroller d Ryan to
provide staff support to the Committee.™

27

Mavor's Blue Ribbon Committee Report on City of San Diego Finances
(27 February 2002) p. 2. (Exhibit 20)

8 27 February 2002 Blue Ribbon Committee Report on City of San Diego
Finances p. 2. {Exhibit 20) '
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The Blue Ribbon Committee Work P.lan called for the final report to be
presented to the Mayor on or around 7 September 2001.* In fact it was presented to
the City Council Rules Con}miﬁee on 27 FeBruary and 20 March 2002, and to the San
Diego City Council on 15 April 2002.°% Richard Vortmann, President of National
Steel and Shipbuilding Company (“NASSCO™), was assigned {o be the commiitee’s
lead person on the Unfunded Pension Liability issue.’’ On 21 September 2001, the
.Mayor also appointed Mr. Vortmann to the City Employees’ Retirement System
Board of Administration.™

Mr. Vortmann’s source of information about the pension funding crisis came
from Blue Ribbon Committee staff Ed Ryan and Terri Webster.” Mr. Vortmann
also received critical financial information about the adverse financial condition of the

pension plan from reports provided to him by the plan actuary, plan administrator

¥ See “Blue Ribbon Work Plan.” (Exhibit 21)

30 27 February 2002 and 20 March 2002 Rules Committee Agendas; 15
April 2002 City of San Diego City Council Minutes. (Exhibit 22)

i 13 July 2001 Minutes of Mayor Dick Murphy Blue Ribbon Committee
on City Finances p. 2. (Exhibit 23)

- 21 September 2001 Mayor Dick Murphy News for Release "Mayor
Murphy Appoints Two to Retirement Board City Council Confirms Vortmann and

Garnica.” (Exhibii 24)

. 27 February 2002 Blue Ribbon Committee Report on City of San Diego
Finances p. 2. (Exhibit 20)

)
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Lawrence Grissom, and other pension plan staff and board members.”*

3 E.g., see 18 February 2002 letter from Mr. Vortmann to Fred W. Pierce

IV Chairman San Diego City Employee Retirement System. (Exhibit 25)
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By 31 July 2001, Mr. Grissom was conumnunicating with Ms. Webster about
penston plan financial matters.” On that date Mr. Vortmann, through his assistant
Leilani Hughes, submitted his draft conclusions to Ms. Webster and Mr. Grissom; he
had reached an assessment that the pension plan was "no big issue:”

From: Leilani Hughes

To: TAA.Auditor.cab7-9

Date: 7/31/2001

Questions for City Pension Manager

Ms. Webster,
Mr. Vortmann has asked that I send you the attached with the following
note:

Terri

Thank you for your e-mailed comments.

As long as this is comprehended in long term budget planning, then there
is no big issue. [emphasis added]

Dick

One month later, on 30 August 2001, Mr. Vortmann jssued a memorandum
suggesting that Mr. Vortmana had discovered that problems in the pension plan “were

a cause for concern:”

sk ok
However investment performancé in YTD FYO1 has been less than V2

of that excellent performance in FY00. It is expected that the
forthcoming actuarial report will show an increase in the unfunded dollar

= 31 July 2001 (11:27 AM) Email from Mr. Vortmann’s assistant Leilani
Hughes to City Auditor Terri Webster re: “Questions for City Pension Manager.”
(Exhibit 26)

2
L



amount.

A point of possible concern is that after an unprecedented 9 year boom
in the equity market when many pension plans became flush and actually
over funded allowing sponsors to reduce annual cash contributions, the
City still has an unfunded liability. This, taken together with the growing
annual liability (as a percent of payroll base) for the ‘retroactive’ pension
improvements is a cause for concern.

By the time he wrote his 31 August 2001 memorandum, Mr. Vortmann was
already asking for a comprehensive actuarial analysis of the future funding problems at

the pension plan:
At a minimum the City should ask for a comprehensive analysis, based
on today’s known actuarial facts, to determine for how many years in the

future will the pension contribution expense have to increase by a half
percentage point of the total payroll base. ™

By 31 December 2001, two months after he won his appointment to the
pension plan board, Mr. Vortmann had taken an even more aggressive stance toward
the pension plan funding crisis. On New Year's Eve 2001, Ms. Webster decried Mr.
Vortmann's new approach as “Doom and gloom:”

§. Maybe you can talk to Dick before Fri and turn him. He's turned all

6, 100%, reported topics into a negative. Doom and gloom ... we're a
sood looking apple that is rotten once vou bit into it.... [emphasis added]

Mr. Vortmann faced substantial pressure not to reveal the whole truth about

the pension funding crisis. In an email to auditor Ryan, Ms. Webster celebrated the

36 30 August 2001 Vortmann memorandum “Employee Retirement Benefit
Liabilities.” (Exhibit 27)



fact that she had stopped Mr. Vortmann from disclosing all that he knew about the
pension funding crisis:

From: Terri Webster
To: Ryan, Ed
Date: 7 January 2002
Subject: my suggestion on Redraft of pension Sections
Ed.
I reviewed Dick’s changes...it most places he deleted your recent changes
and put back his language...but he did in a small way improve his
language. [ will suggest some changes to his conclusions to more
emphasize the point you made in the meeting Re: % of pension to payroll
but after a dozen trys [sic] I don't see the values of arguing with him on

- the wording of the other issues any more and it is too complicated for the
rest of the committee to grasp and help change Dick's mind...so I suggest
we agree to disagree...we gave a good shot at changing him...he just
didn’t fall for it..all... [emphasis added]’’

On 12 February 2002, Mr. Vortmann was notified that the pension plan funding

ratio had dropped from 97.3% to 89.9%.°° Fifteen days later, on 27 February 2002,

A 7 January 2002 (5:12 PM) Email from Terri Webster to Ed Ryan on the
subject of “my suggestions on Redraft of Pension Sections.” (Exhibit 32)

8 30 June 2001 San Diego City Employees’ Retirement System Annual
Actuarial Valuation p. 13 (Exhibit 12); 18 February 2002 letter form Mr. Vortmann to
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he presented the City Council Rules Committee with the Blue Ribbon Committee’s

report, which misrepresented the pension plan’s funding ratio to be at 97.3%.

Mr. Frederick W. Pierce, IV (Exhibit 23).
3 27 February 2002 Blue Ribbon Committee Report on City of San Diego
Finances p. 22 (“It is currently funded at 97% (i.e. its current assets equaled 97% of

the actuarially computed present value of the future Pension Plan Liabilities.).”
(Exhibit 28)
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Despite the fact that the Committee Report was partially revised on 14
February 2002, it was not changed to show that the plan’s funding ratio had dropped
to 89%.% Mr. Vortmann recorded his knowledge of this fact in an 18 February 2002
letter to pension board Chairman Fred Pierce:

My reading of the new actuarial report’! raises several questions.
Possibly some (or all) are due to my ignorance but I am concerned there
are some significant issues buried here. 1 would respectfully request that
staff address these to assure the full Board truly understands what is
happening (or educate me separately if I'm the proble;n),42 [emphasis
added]

* Compare 24 January 2002 draft of Blue Ribbon Cominittee Report on

City of San Diego Finances p. 21 (“Investment performance in the first five months of
Fiscal Year 2002 is lower than in Fiscal Year 2001.”) (Exhibit 29) to the 14 February
2002 draft (“Investment performance in the first seven months of Fiscal Year 2002 is
tower than in Fiscal Year 2001.") (Exhibit 30).

o See, 30 June 2001 San Diego City Employees’ Retirement System

Annual Actuarial Valuation p. 13 showing the pension plan’s funded ratio dropping 8%
to 89.9%. (Exhibit 12)

42

18 February 2002 letter from Richard Vortmann to Frederick W. Pierce
IV. (Exhibit 25)



Mr. Vortmann recognized that the pension plan was a “big issue” and that
because of it, a storm cloud was brewing over the City:
Am I confused here? If not, this is a rather big issue- 1.e. the $105m can’t

be used twice. A funded ratio at 85.6% is getting close to the 82.3%
trigger where the current “unconventional” actuarial method is violated.,

89.9%-> 85.6% (if Reserve is a true reserve) -> 83.1% (if Corbett [sic]
not contingent)

ko

[4C. The “brewing storm cloud” needs to be fully c—:xplained.“

When the report was presented to the Rules Committee, Mayor Murphy made
comments revealing his personal knowledge of some of the pension funding issues:

One issue is that we are not currently providing funding to make the
pension fund whole, T guess for the lack of a better term. In other’
words, we should be putting 6 or & million dollars in a year or more (o
make it actuarially sound.** [emphasis added]

Although Mr. Vortmann had a strong sense that the pension plan’s actuary was
covering his tracks, his suspicion went undisclosed:

[ get a very strong sense of ‘game playing' or anticipator ‘ass covering' by

the Actuary. This is most disturbing. How can they say the ‘system

- 18 February 2002 letter from Richard Vortmann to Frederick W. Pierce

IV. (Exhibit 25)
- 8 February 2005 Transcription of City Council Rules Committee
Discussion of 27 February 2002, (Exhibit 31)



continues to be in sound condition in accordance with actuarial principles

. . . . . . 43
of Tevel cost financing.’ The actual practice is not ‘level cost funding.”™

femphasis added]

In the days following the report’s release, Mr. Grissom joked with Ms. Webster
about telling a San Diego Union-T }z'bun@ reporter that the City was failing to properly
fund the pension plan:

Lawrence Grissom 3/067/02 (4:58 PM)

Hi Terri '

Just got a call from Ray Huard at the Tribune wanting comment on the
report’s statement that the City is seriously funding [sic} its retirement
plan. T told him that I had not had the opportunity to read the report and
would like to before I made any comment.

Thnik [sic] I'll tell him that we are seriously underfunded due to the City
not paying it’s fair share.......... OK with you???
Seriously, is there any “party line” for me to communicate?

» 18 February 2002 letter from Richard Vortmann to Frederick W.-Pierce
IV. (Exhibit 25)
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Larry 6

Within two weeks of the report’s release. Mr. Grissom informed Mr. Vortmann
that daily discussions were occurring about the consequences of hitting the trigger:

From: Lawrence Grissom

To: [Mr. Vortmann]

Date: Wed, March 13, 2002 5:15 PM

Subject: Response to your questions

If the current funding ratio were at or below 82.3%, they would go to the
actuarial rate of 15.59%. This would represent an additional dollar
contribution of approximately $25.2 million, which is more than Cathy’s

estimate of $20 million.

7 March 2002 (5:56 PM) Email from Terri Webster to Lawrence
Grissom on the subject of “Blue Ribbon Report.” (Exhibit 32)



Yes, staff has discussed this situation at length with City management.
Currently, there is some discussion of the issue almost daily. [emphasis
added]

Larry"’

-

The pension problem reported on by the Blue Ribbon Committee was shuffled
from one part of City government to another. On 27 February 2002, the report went
to the Rules Committee.™ From there it was sent to the City Manager. On 20 March
2002, the City Manager returned the report to the Rules ICommitteeflg The Rules
Committee then sent the Report to the City Council. The Council passed it on to the
Pension Board. A year later the board brought it back to the Rules Committee. The
Rules Committee then sent it to the City Manager. The Manager returned 1t to the
Mayor. Then the Mayor gave the report to the Pension Reform Committee. And

finally it was returned to the City Council.

i 13 March 2002 (5:16 PM) Email from Lawrence Grissom to Dick
Vortmann regarding “Response to your questions.” (Exhibit 33}

. 27 February 2002 San Diego City Council Rules Committee Action,
(Exhibit 34)

“ 18 March 2002 City Manager Report “Response to the Blue Ribbon
Committee Report” (Report No. 02-061). {Exhibit 35)
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Mayor Murphy attributed his failure to take on the pension probiem in 2002 to

a desire not 1o violate “protocol:”



The Retirement Board has the legal responsibility under the Charter to
oversee the operation of the retirement system and so my recollection 1s
that we only indirectly control what they do. So, to come directly here
with a workshop at least seems to violate protocol, if not, losing the lack
of Retirement Board thoughts and input on this.” 0

In 2002 Mayor Murphy detailed his knowledge of the deliberate underfunding
of the pension plan but attempted to dismiss the seriousness of the problem:

“Tlhere was, perhaps some decisions made by prior City Councils that
deliberately under funded the pension system, in order to cover their
budget deficits in the 90s, I mean [ don't think it is like a crisis situation
but it is a serious situation and we need to address it.”’

Mayor Murphy then zeroed in on the Meet and Confer process that the Mayor
and City Counci! were beginning and how it should affect the pension funding issue:

So, even though I agree with Mr. Vortmann, there is some sense of,
there is a need for us to understand that there has been historically an
under funding of the retirement system, this year in the meet and confer
process we need to be aware of that when we negotiate.” ?

30 Transcription of City Council Rules Committee Discussion of 20 March
2002, (Exhibit 36)

! Transcription of City Council Rules Committee Discussion of 20 March
2002. (Exhibit 36)

> Transcription of City Council Rules Comumittee Discussion of 20 March
2002. (Exhibit 36)



Finally. the Mayor tried to dismiss the seriousness of the problem by claiming
that the funding ratio was “in excess of 90%:"

And you recall that the numbers here on the report show that the funding
in some where between, in excess of 90 percent of the needs of the

&m

system, but 100 percent would be the ideal way to operate ....”"

On 29 April 2002, Mr. Vortmann sent a revealing letter to his fellow Blue
Ribbon Committee board members, to auditors Ed Ryan and Terrt Webster, and to
Dennis Gibson, the Mayor's Senior Policy Adviser. In the letter, Mr. Vortmann
admitted that the pension portion of the Blue Ribbon Report was materially false:

After much discussion of whether the “sky was really falling” and did we
really want to say all that, we, as a group, with my concurrence, evolved
to the final version of our conclusion i.e. “The city in good fiscal shape,
but ...”

Interesting, the several “citizen comments” I have received regarding our
report have all been essential [sic] the same ~ "yeah, my balance sheet
and credit rating would be good too. If I didn't maintain my house and
pay all my expenses.” '

The committee’s unstated concern over the bali park financing and any
impact to the city’s credit rating in general are now behind us. However
certain recent developments since our report deliberation seems to
accentuate the “buts” we made in our report.

Fourth, as I continue to learn more about the City’s pension system,
coupled with the impact of the equity market bubble burst on the pension

> Transcription of City Council Rules Committee Discussion of 20 March

2002. (Exhibit 36)



portfolio, it is clear the City has deferred to future taxpayers far more
dollars than our report assumed. Further, there appears a chance the
City will grant further pension benefits this year which will either increase
the pension budget line item or (more likely) push yet more current costs
out to future taxpayers. Unlike deferred maintenance, these are
mandatory costs which ultimately must be paid; and these amounts
explicitly grow with interest when they are deferred.

I have a growing and daunting concern that we possibly did our City a
disservice by not ringing a very loud bell that:

1) the City’s fiscal health 1s not what it appears,
i) there are serious problems,
iii)  their solutions will be painful in terms of reduced services and/or
increased taxes and fees, and
iv)  a comprehensive multi-year strategic plan to deal with the situation must
immediately be developed; difficult decisions must be made now.”*
Was this letter shared with Mayor Murphy? Mr. Vortmann has declined a
request from the City Attorney to be interviewed about this matter. Mr. Gibson,
Mayor Murphy's Senior Policy Adviser, who received a copy of the letter, has also
refused the City Attorney’s request for an interview.

The Mayor was quoted in the San Diego Union-Tribune as stating that Mr.

Gibson had not shared Mr. Vortmann's 29 April 2002 letter with him:

29 April 2002 letter from Richard H. Vortmann to Blue Ribbon
Committee members and City officials. (Exhibit 37)



Murphy said yesterday that Gibson never showed him the letter. He said
his chief of staff, John Kern, told him Gibson never gave him the letter,
either. "He probably should have showed it to me, but I get hundreds of
letters, and particularly those that aren't even addressed to me 1 would
not normally see," Murphy said. Knowing Vortmann's concerns in April
2002 might not have changed the way the council voted on the pension
system later that year, Murphy said. "By the spring of '02. the city
manager was discussing with us this whole underfunding issue and how
to deal with it," Murphy said. "One letter, would that have made a
difference? [ don't know." [emphasis added]

E. COUNCIL’S KNOWLEDGE OF PENSION FUNDING CRISIS

The City Council is required to adopt an ordinance setting salaries for all City
employees each year:

The City Council shali annually adopt an ordinance establishing salaries

for all City employees. The City Council shall adopt this ordinance not

fater than May 30 of each year ...

The City Council may enter into multiple year agreements with its recognized

iabor organizations:

33 3 February 2005 San Diego Union-Tribune article (Matt T. Hall) *S.D.
panelist's memo warned of fiscal woes.” (Exhibit 38)

% San Diego City Charter Article I § 11.1. {Exhibit 39)



Notwithstanding any provisions of this Charter to the contrary, nothing in
the Charter shall be construed to preclude the Council from entering into
a multiple year memorandum of understanding with any recognized City
employee organization concemning wages, hours and other terms and
conditions of employment if, in the prudent exercise of legisiative
discretion as provided in this Charter, the Council deterniines it is i the
best interests of the City to do so; and further provided that said exercise
of legislative discretion is expressed affirmatively by a two-thirds vote of
the entire Council.”

58

In the spring of 2002 the City Council®™ began negotiating a multi-year

agreement regarding salarv and benefits. Within the City these negotiations are
referred to as “Meet and Confer.” The Mayor and Council learned facts about the
pension plan funding crisis, the trigger and balloon payments during their closed
session briefings and discussions. These briefings and discussions began by 26
February 2002.%

The Council eventually embraced a plan to pay in.creased pension benefits in

exchange for a waiver of the 1996 trigger and balioon payment agreement:

7 -San Diego City Charter Article 11l § 11.2. (Exhibit 39)

8 At that time the City Council included Mayor Dick Murphy, Council
members Scott Peters, Toni Atkins, George Stevens, Byron Wear, Brian Maienschein,
Donna Frye, Jim Madaffer, and Raiph Inzunza.

> 21 February 2002 Closed Session Agenda [tems for 26 February 2002
“Conference with Labor Negotiator, pursuant to Government Code § 54957.6: Agency
negotiators: Michael Uberuaga, Lamont Ewell, Cathy Lexin, Dan Kelley, Stanley
Griffith, Mike McGhee; Employee organizations: Municipai Employees Association,
Local 127AFSME, AFL-CIO, Local 145 International Association of Firefighters
AFL-CIO, San Diego Police Officers Association. (Exhibit 40)
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Substantial benefit improvements granted by the City since the adoption

of the ‘City Manager's Retirement Proposal’ dated Jfuly 23, 1996

(Manager's Proposal) have created additional un-funded lability to

SDCERS thai was not anticipated when the City agreed to the ‘irigger’

Provisions.

Significant improvements in benefits are contained in this three-year

proposal. Consequently, the ‘trigger’ provisions must be adjusted as a

condition of the City’s three-year proposal, therefore, this three year

proposal is contingent upon, and subject to, approval by the SDCERS

Board of Trustees of an adjustment to the ‘trigger’ provisions contained

in the Manager’s Proposal. ®°

On 15 March 2002 City labor negotiator Daniel E. Kelley provided the Council
with “Closed Session Meet and Confer Material for March 18, 2002.7%" Included with
the material was a PowerPoint presentation for the “extended 9 a.m. to 12 p.m.
meeting on Monday, March 18, 2002.” PowerPoint Slide number 51 explained how

the pension plan actuary computes the annual valuation 8

/i

o 24 May 2002 Memorandum to Honorable Mayor & City Council from
Daniel E. Kelley, Labor Relations Manager, regarding “Final Three Year offer to San
Diego Police Officers Association.” (Exhibit 41)

o 15 March 2002 Memorandum te Mayor and City Council providing
Closed Session Meet and Confer Materials for March 18, 2002, (Exhibit 42)

o2 15 March 2002 Memorandum to Mayor and City Council providing
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Meet & Confer 2002
Retirement System and Meet & Confer

> The System’s Actuary performs an annual
“valuation which tests certain “assumptions”
against actual experience:
* > Investment return (earnings)
s Employee withdrawals prior to vesting
> Mortality rates '
> Disability rates
> Pay increases
> Age at retirement
= Others

Closed Session Meet and Confer Materials for March 18, 2002, Slide 51, (Exhibit 42)
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Slide 52 disclosed to Council Members that the pension plan's funding ratio had
dropped to 89.9% by 2001:*
i
/17
/1
i
/17
/17

I

Meet & Confer 2002
Retirement System and Meet & Confer

An annual “actuarial valuation” measures the
funding status of the system (actuarially
computed present value of future retirement
liabilities” }

FY96 = 91.4%

FY97 = 93.3%

FY98 = 93.6%

FY99 = 93.2%

FY00 = 97.3%

FY01 = 89.9%

L
o]

63 15 March 2002 Memorandum to Mayor and City Council providing
Closed Session Meet and Confer Materials for March 18, 2002, Slide 52. (Exhibit 42)
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Slide 65 explained how the “Rate Stabilization Plan” had worked under

Managers Proposal 1. It also set forth the decline in earnings experienced and that

created the 2002 funding crisis:*

Meet & Confer 2002

Employer Contribution Rate Stabilization Plan

Period PUC Rate Actual | City Difference % | Difference § | Earnings

Rate Paid

Rate
FY96 8.60% 8.60% | 7.08% | 1.52% $5.33m $150.4m
FY97 10.87% 9.55% | 7.33% | 3.79% $13.88m $137.4m
FY98 12.18%*%Est | 10.87% | 7.83% | 4.35% $16.67m $247.4m
FY99 12.18%%Est | 10.86% | 8.33% | 3.85% $15.40m $189.1m
FY2000 | 12.18%*Est | 11.48% | 8.83% | 3.35% $14.00m $415.9m
FY2001 | 12.18%*Est | 11.96% | 9.33% | 2.85% $12.45m $168.0m
FY2002 | 12.18%*Est | 12.58% | 9.83% | 2.35% $16.72m $52.0m est
FY2003 | 12.18%*Est | 15.59% | 10.33% | 1.85% $8.82m
FY2004 | 12.18%*Est 10.83% | 1.35% $6.73m
64

Ciosed Session Meet and Confer Materials for March 18, 2002, Slide 65. (Exhibit 42)

15 March 2002 Memorandum to Mayor and City Council providing




FY2005 | 12.18%*Est 11.33% | .85% $4.43m

FY2006 | 12.18%*Est 11.83% | .35% $1.91m
FY2007 | 12.18%*Est 12.18% | -0- -0-
FY2008 | 13.00%* 13.00% | -0~ -0-
Total $110.35

Stide 65

The minutes from the 18 March 2002 Closed Session City Council meeting
refer to discussions about and a vote taken on the several meet and confer issues,
“including a “willingness to discuss retirement + trigger.®
On 16 April 2002 the City Council again met in Closed Session to discuss meet
and confer issues, including those related to the pension funding crisis. PowerPoint
slides 16 and 17 made specific reference to the Council conditioning the granting of

more pension benefits on a waiver of the “trigger:"®®

Meet & Confer 2002
Authorization of Final Economic

6 18 March 2002 Closed Session Report City of San Diego. (Exhibit 43)

b 16 April 2002 Closed Session Presentation, Slide 16. (Exhibit 44)
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Bargaining Authority (Action)

{ Management Team Recommendation:

e Authorize removal of MVLF contingency language
. Authorize the proposed three year agreement as the
City’s final economic bargaining position

| e Condition all retirement enhancements on removal of
the “trigger” in the “Managers Proposal regarding
CERS funding ratio*

® Retiree health
. Increase in Pickups
. Increase in General Member Formula

| *If CERS funding ratio drops below 82.3% (currently 89.9%
City must pay full actuarial rate, $25m more annually.
16

Again, Slide 17 repeats the statements about conditioning all retirement

enhancements on removal of the “trigger””’

/17
Iy
iy
iy

I

Meet & Confer 2002

o7 16 April 2002 Closed Session Presentation, Slide 17 and copy of Slide 17

with handwritten notes. (Exhibit 45)



Authorization of Final Economic
Bargaining Authority (Action)
Management Team Recommendation:

* Authorize removal of MVLF contingency language
| » Authorize the proposed three year agreement as the
o City’s final economic bargaining position
] e Condition all retirement enhancements on removal of

the “trigger” in the “Managers Proposal regarding
CERS funding ratio®

e Retiree health

e Increase in Pickups until CERS reserve
depleted

® [ncrease in General Member Formula

| *If CERS funding ratio drops below 82.3% (currently 89.9%
| City must pay full actuarial rate, $25m more annually.
17

A hand written note on a copy of slide 17 states “approved 6-3 At, Ar, Enz.”u
The Closed Session Report from the 16 April 2002 meeting shows districts 3, 4 and 8
voting no on the Manager's proposal considered at the Closed Ses:‘sion.68

The Mayor and Council met again to discuss meet and confer issues in Closed
Session six (6) days afier the Council’s 16 April 2002 meeting, on 22 April 2002,

Closed Session minutes show several 9 (o 0 votes taken on the Manager’s proposal.

No writings were located indicating whether the pension trigger and balloon payment

o8 12 April 2002 Closed Session memorandum 1o Mayor and City Council

from Cathy Lexin, Human Resource Director, and Elmer Heap Deputy City Attorney
regarding the subject of “Closed Session Met and Confer Agenda for April 15, 2002.”
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issues were discussed by the Mayor and Council.

The Mayor and Council returned to Closed Session on meet and confer matters
on 29 April 2002. The Closed Session agenda for the 29 April 2002 Closed Session
meeting includes a subsection under “Management Team Recommendations for
Bargaining Authority.” entitled “Funding Ratio and Impact on City’s Contribution
Rate.” PowerPoint slides attached to the 29 April 2002 Closed Session memorandum
(Slides 27-31) include references to the funding ratio trigger of 82.3%, waiving the
trigger in exchange for new benefit grants, and the status of the under funding ratio.*
Slide 27 shows funding ratio information was to be presented to the Council. It also
shows the benefits that were to be give in exchange for a waiver of the trigger:

/Y
Iy
/Y
/1

Iy

Meet & Confer 2002

Retirement [ssues:

o9 26 April Closed Session Memorandum on the Subject of “Closed Session

Meet and Confer Agenda for Aprii 29, 2002." (Exhibit 46)
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Retirement [ssues:

. Funding Ratio Impact on City Contribution (Info)

2.5% at 55 General Member Formula {Action)

Increases in Employee Pick-ups (Info)

Retiree Health Insurance and Funding (Action)

Authority to Pay “13™ Check to Retirees (Action)

Presidential Leave and Retirement Benefits (Action)
27

e & 2 & @

Slide 28 of the PowerPoint included with the 26 April 2002 Closed Session
Memorandum provides detailed information regarding the funding ratio’s effect on the

City’s pension contribution:

Meet & Confer 2602
Funding Ratio Impact on City Contribution
1997 Manager's Proposal

Increased formulas for all employee groups
Created Retiree Health Benefit within CERS
Created DROP Program
Created “corridor” plan for city contribution rates
I. annual employer rate increases capped at 0.50%
2. less than actuarially determined rate
3. has created “unfunded” hability
4. Included “trigger” if funding ratio dropped 10% (to
82.3%), city pays full actuarial rate (FY02 would be
15.59% v. 10.33% - approximately +$25m)

28

On Slide 29, the effect of the funding on the City’s pension contribution 1s
discussed in terms of the current funding ratio. City staff represented to the Council
that the funding ratio trigger would require the City only to pay the “full actuarial rate”

of approximately $25 million. However, the 1997 Managers Proposal (*"MP 1")
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required the City Council to maintain the funding ratio at 82.3%. In June 2002 the
plan’s funding ratio fell to 77.3% - - 5% below the trigger point of 82.3%. In order to
return the funding level to 82.3%, the Council was required to make a balloon
payment of $159 miilion. The City was required to pay 5% of th;e Actuarially
Accrued Liability in order to bring the funding level back up to 82.3%. The
Actuarially Accrued Liability in June 2002 was $3,168,921. Five percent of the
Actuarially Accrued Liability (.05 x $3,168,921) is §159 miltion.”

Slide 29 of th;a PowerPoint for the 29 April 2002 Closed Session Meeting of the
City Council shows the actuarial funding ratio dropping 8% to 89.9% during fiscal year
2001:
Iy
Iy

Iy

Meet & Confer 2002

70 The City’s duty to keep the plan at a funding ratio is set forth in the 23
July 1996 memorandum from Cathy Lexin to Larry Grissom re: “City Manager's
Retirement Proposal (Exhibit 3); the Actuarially Accrued Liability for 2002 1s
contained in the San Diego City Employees’ Retirement System Annual Actuarial
Valuation 30 June 2002 p. 13 (Exhibit 48).
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Funding Ratio Impact on City Contribution
1997 Manager’s Proposal
_ An annual “actuarial valuation” measure the funding status of
o1 the system (actuarially computed present value of future
1 refirement labilities”)
FY96 = 91.4%
FY97 = 93.3%
FY98 = 93.6%
FYO99 =93.2%
FY00 =973%
: FYO1 = 89.9%
I A 82.3% funding ratio “triggers” full actuarial city rate
. 29

Slide 30 paints an even more detailed picture of the funding ratio sliding toward
the trigger point. This slide includes a specific reference to an estimated drop in plan
earnings from $168 million in fiscal year 2001, which saw a 8% drop in the funding

‘ratio, 1o $20 to $30 million in fiscal year 2002. In fiscal year 2002 the funding ratio
would drop 12.6% to 77%.”" Slide 30 contains a comparison between plan earnings
and the plan’s funding ratio. It shows that even with the plan earning over $1.1 billion

between fiscal vear 1996 and 2000, a negative funding ratio (97.3%) occurred m fiscal

! San Diego City Employees’ Retirement System Annual Actuarial

Valuation 30 June 2002 p. 13. (Exhibit 48)
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year 2000."
Stide 30 of the PowerPoint for the 29 April 2002 meeting painted a substantial

part of the under funding picture for the Mayor and Council:

Meet & Confer 2002
Funding Ratio Impact on City Contribution
1997 Manager’s Proposal
Earnings Compared with Funding Ratio

FY96 $150.4 m 91.4%
FY97 $137.4 m 03.3%
FYO8 $247.4 m 93.6%
FY99 $189.1m 93.2%
FYO0O0 $4159 m 97.3%
FYO1 $168.0 m 89.9%
FY02 Est.  $20to $30m ?

$105 mreserve would dropto = 85.6%

“Trigger” in Manager's Proposal = 82.3%

30

& The Pension Reform Committee found in 2003 that only 6% of the

under funding problem was due to eamings losses; see, City of San Diego Pension
Reform Committee page 11 of 74. (Exhibit 49)
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The report for the 29 April 2002 Closed Session Council meeting shows votes
were taken on ten meet and confer issues. On nine (9) of the issues the vote was nine
in favor none opposed. On the issue of retroactively awarding 2.5% and allowing

retirement at age 53, Council District 6 (Ms. Frye) voted in the negative.73

& Closed Session Report for the 29 April 2002 San Diego City Council
Closed Session. (Exhibit 50)



Another slide (31) included in the 29 April 2002 Closes session materials
provided that the “Management team has and will: 1. Include contingencies that
address the “trigger’ concern in all retirement enhancements that create additional
unfunded liability." ™

Slides 27, 32. 36, 38, 43, and 46 of the PowerPoint inctuded with the 29 April
2002 Closed Session of the City Council and Mayor make specific reference to
“Presidential Leave and Retirement Benefits” as one of the “retirement issues” for
which council “action” is required.” The “Presidential Leave and Retirement
Benefits” refers to a proposal approved by the City Council in 2002 that gave certain
special benefits to the Presidents of the Firefighters Union and the Municipal

Employees Association ("MEA").7®

7 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002.” (Exhibit 46)

& 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002." (Exhibit 46)

7 The Police Officers Association President was not included in the final
meet and confer agreement which, as to the Police Officers Association, went to

53



“impasse” in 2002.



Slide 35 from the 29 April 2002 Closed Session describes the City Manager's
“Retirement Formula Improvement.””” It calls Ifor an increase in “general retirement
benefit enhancement of 2.5% @ 53, with contingencies that Unions support and
CERS Board of Administration agrees to.” Tt also called for absorption of “Past
Liability of the 2.50% at 55 benefit into CERS assets as an unfunded liability.” This
fast funding change was predicted to “reduce funding ratio 1% to 1.5%."7

Slide 35 from the 29 April 2002 Closed Session meetiﬁg of the City Council

reads:

Meet & Confer 2042
Funding the General Member
Retirement Formula Improvement
Modifications to Previous Authority:
Approve General Member retirement benefit
enhancement of 2.5% (@ 55, with contingencies
that Unions support and CERS Board of
Administration agrees io:
A.  Eliminate or Reduce the “trigger”
established in the 1997 Manager’s
Proposal to 75%

B.  If funding ratio “triggers” an increase in
City’s contribution rate, phase in over 3
year period

C.  Absorb Past Liability of the 2.50% at 55

benefit into CERS assets as an unfunded.

K 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 35). (Exhibit 51)

8 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 35). (Exhibit 51)
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liability (this will reduce funding ratio 1%
to 1.5%)

33

For fourteen (14) years Judie Italiano, president of the Municipal Employees
Association, has been making contributions to the retirement system based upon her
MEA salary.” Her payments to and participation in the City employee pension plan
have been found to be unlawful under federal tax laws.® MEA, Ms. Italiano’s union
employer, is not a San Diego City Employees’ Retirement System employer.
Therefore, the pension plan should not have accepted the MEA as a plan participant.
This decision threatens the tax-exempt status of the San Diego City Employees’
Retirement System. "’

A 13 June 2002 memo from Cathy Lexin, San Diego City Human Resources
Director, to the Mayor and City Council brought essential facts of this problem to their

attention:

“While the City maintained its position that it never condoned this
arrangement, it was clearly acquiesced to by the City Retirement

" 13 June 2002 memorandum from San Diego City Human Resources

Director Cathy Lexin to the Mavor and City Council. (Exhibit 33)

80 29 October 2004 memorandum from SDCERS Administrator Lawrence

Grissom to San Diego City Manager Lamont Ewell. (Exhibit 54)
o 29 October 2004 memorandum from SDCERS Administrator Lawrence
Grissom to San Diego City Manager Lamont Ewell. (Exhibit 54)
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Office.”*

Rather than putting a stop to the illegal practice of accepting payments from
non-pian participants during the 2002 meet and confer process, the Council was asked
to extend the scheme to Ron Saathoff, president of the Firefighters Union:

As you may recall, two of the four Union Presidents, Bill Farrar of POA
and Judie Italiano of MEA, have been on leave without pay for two and
fourteen years respectively. Both Mr. Farrar and Ms. Italiano have been
making contributions to the retirement system based on the salary their
respective Unions have been paying them. While the City maintained its
position that it never condoned this arrangement, it was clearly
acquiesced to by the City Retirement Office.

2 . . . -
8 13 June 2002 memorandum from San Diego City Human Resources

Director Cathy Lexin to the Mayor and City Council. {Exhibit 53)
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Ron Saathoft, President of Local 145, had requested a similar
arrangement approximately one year ago and that matter became a part
of these negotiations as well. As a condition of reaching agreement on
successor MOU's, the Council approved the Management Team’s
recommendation to aliow the Union-paid salary {not to exceed the salary
of the Labor Relations Manager as a cap) as the basis for retirement
benefit calculations. ™

. 13 June 2002 memorandum from San Diego City Human Resources

Director Cathy Lexin to the Mayor and City Council. (Exhibit 53)
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Stides 47-52 from the 29 April 2002 Closed Session of the San Diego City
Council described the “Presidential Benefit” in precise and exact detail. If set forth the
employiment status and source of wages for each of the union presidents of the Police
Officers Association, Firefighters Union Local 143, and the Municipal Employees
Association President® the POA and MEA presidents were each identiﬁed as a "Full-

time Union President” who had “Unpaid Leave from the City:"®

Meet & Confer 2002
Union Presidential [.eave & Retirement Benelits
Current Status of Union Presidents

4 Union President Status

1 POA Bill Farrar Full-time Union president
Unpaid Leave from City

| Local 145  Ron Saathoff Full-time employee.

' Release time for Union

- activities

1 MEA Judie Italiano Full-time Union president

: Unpaid Leave from City
{ Local 127 Tony Padilla Full-time employee.
Release time for Union
actyvities
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Slide 48 from the 29 April 2002 Closed Session meeting of the City Council

went on to describe the retirement benefit that was approved by the City Council for

. 26 April Closed Session Memorandum on the Subject of "Closed Session

Meet and Confer Agenda for April 29, 2002" (Slides 47-52). (Exhibit 35)

' 5 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 47). (Exhibit 53)
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Ms. Italiano during the 2002 Meet and Confer. As stated above, the City was unable
to reach agreement with the Police Officers Association during the 2002 Meet and

Confer:

Meet & Confer 2002
-1 Union/Prestdent Employment Status ~ Retirement Issue

1 MEA - Leave of Absence  -Purchase past service

1 Judie Ttaliano 14 years -Contributes to
-Payroll Specialist Retirement on Union
-Full-time MEA Salary ($102,128)
President & General  -Refirement formula=
Manager high one vear on union

salary®
1 POA -Leave of Absence ~All Service Paid
1 Bill Farrar 2 years -Contributions to
" -Police Otficer 11 Retirement on union

-Fuil time POA salary ($82,300)
President -Retirement formula=

High one year on

Union salary®

* Approximate un-funded liability Judie taliano  $145,000

Bill Farrar $56,000
48

Slide 49 from the 29 Aprii 2002 PowerPoint presentation to the City Council
set forth the Management Team’s recommendation for MEA and POA union
presidents 80

i

% 26 April Closed Session Memorandum on the Subject of “Closed Session

Meet and Confer Agenda for Aprit 29, 2002" (Slide 49). (Exhibit 35)
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Meet & Confer 2002
Union Presidential Leave & Retirement Benefits
Issue 1 - Current Union Presidents

-1 Management Team Recommendation:

1 & Authorize inclusion of union salary in high one-year
calculation; establish a maximum retirement high one-year
salary at level equal to City Labor Relations Manager
(approx. $108k)

49

The next slide, Slide 50, from the 29 April 2002 Closed Session Meeting of the
City Council, described the retirement and employment benefits that were to be

provided to “Prospective Union Presidents:”

Meet & Confer 2002
Union Presidential Leave & Retirement Benefits
Issue 2: Prospective Union Presidents

Management Team Recommendation:

e City to allow each union to have a full-time City-paid union

4 President '

| e Union President/employee to be paid for normal work period at
-1 current level and receive current benefits with no overtime

s Union President to be entitle to retirement benefits consistent
| with his/her classification and level of compensation

» Union may compensate the union president for services to the
union outside the normal work period. Such compensation shall
not affect or be a part of City compensation, nor affect or add to
retirement benefits

6l



s Subject to final review and clearance by City Attorney

Estimated Cost; $170,000 annually for two active presidents
' 50

The President of Firefighters Local 143 was provided for separately in the
PowerPoint presentation for the 29 April 2002 Closed Session. First, in PowerPoint
Slide 51, Ron Saathoff, president of Firefighters Local 145, was identified as a “Full-
time City employee.”®” In another column of Slide 51, the “Retirement Issue” was
described as “Use City salary and union salary for high one year calculation (approx.
$0k + 40K = $120k).% In the 29 April 2002 PowerPoint presentation, the
Management Team Recommendation was to “not authorize inclusion of union salary

in high one-year calculation” for Firefighter president Saathoff.*” However, an

5 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 51). (Exhibit 55)

8 26 April Closed Session Memorandum on the Subject of *Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 51). (Exhibit 55)

8 26 April Closed Session Memorandum on the Subject of “Closed Session
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alternative also contained in the Management Team Recommendation was to “Ireat

current President under Issue 1, combine City salary and Union salary; cap retirement

high one-year salary at level equal to City Labor Relations Manager (approx. $108Kk). "

Meet and Confer Agenda for April 29, 2002" (Slide 52). (Exhibit 55)

70 26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 52). (Exhibit 53)
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Slide 51, identified as “Issue 3," the “Requested Presidential Leave for Local

Meet & Confer 2002
Union Presidential Leave & Retirement Benefits
Issue 3 - Reguested Presidential Leave for Local 145

| Union/President Employment Status ~ Retirement Issue

| Local 145 - Full-time City - Use City salary and
‘| Ron Saathoff employee union satary for high
- Fire captain one year calculation
(approx. $80k + $40k =
§120k)

- No retirement
contribution made on
urion satary™®
* Approximate Unfunded Liability $100,000
: 51

Slide 52 set out the Manager’s recommendation that Firefighter President
Saathoff should not be permitted to include his salary in the calculation of his City

retirement benefit:

Meet & Confer 2002
Union Presidential Leave & Retirement Benefits
[ssue 3 - Requested Presidential Leave for Local 145

Management Tearn Recommendation:
e Treat current President under [ssue 2; do not authorize inclusion on
| union salary in high one-year calculation.

Alternative:

Treat current President under Issue 1, combine City salary and Unicn
salary; cap retirement high one-year salary at level equal to City Labor
Relations Manager {approx. $108k)

L 64
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Although at the 29 April 2002 closed door session the Management Team
appears to have recommended against allowing Firefighter Union president Ron
Saathoff to include his union income in his City retirement benefit, the Manager
changed his position and eventually recommended in favor of Mr. Saathoff. The
revised position of the Management Team is described in the 13 June 2002
memorandum from Human Resources Director Cathy Lexin to the Mayor and City
Council: “the Council approved the Management Team's recommendation (o allow the
Union-paid salary (not to exceed the salary of the Labor Relations Manager as a cap)

as the basis for retirement benefit calculations.””!

) . - . . ;
: 13 June 2002 memorandum from San Diego City Human Resources

Director Cathy Lexin to the Mayor and City Council. (Exhibit 53)
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It appears that at the 29 April 2002 Closed Session meeting the Council
unanimously approved the proposed retirement benefit that would allow the POA
President to include his Union salary in City retirement calculation.” Minutes of the
30 April 2002 Closed Session meeting of the City Council shows that the presidential
leave proposal was approved for the MEA and POA presidents on a nine in favor,
zerol opposed vote: “Presidential leave MEA & POA only Mgr. Recommendation-
base retirement on high 1 year union salary. 9-0-0.” The same minutes show that the
presidential retirement issue for Firefighter president Ron Saathoff was (railed one
week: “145- Trail 1 wk."”

The next Closed Session Council meeting to consider the retirement issues and
the presidential leave retirement calculations was on 6 May 2002.°* Slide 4 from the
PowerPoint Closed Session presentation on 6 May 2002 reiterated the City Council’s
position that “all retirement enhancements” were “conditioned” on “removal of the

‘trigger’ in ‘Manager’s Proposal’ regarding CERS funding ratio:”

Status of Negotiations

. 2 29 April 2002 Closed Session Report which reflects a 9-0 vote on the
POA Safety Requirement Status. (Exhibit 50)

3 Minutes of 30 April 2002 Closed Session City Council Meet and Confer
meeting. (Exhibit 56)

. Minutes of 6 May 2002 Closed Session City Council Meet and Confer
meetings. (Exhibit 57)
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e Bargaining Authority

ey April 16
-1 ¢ Authorized removal of MVLF contingency

4 Authorized 3-year economic package

_..| 4 Conditioned alf retirement enhancement on removal of the

| “migger” in “Manager’s Proposal” regarding CERS funding

] ratio

- Retiree health

- Increase in employee “pickups”

- Increase in General Member formula (2.5% at 55)

| April 22

4 Authorized SSA’s and other miscelianeous items all within

the April 16 total economic authority

¢ Added 3 SSA’s and requested more info on 3 others

The PowerPoint presentation included slides repeating the * Currgnt Status” of
Union Presidents employment and retirement benefits. Those slides (36_—38) showed
that MEA president Judie [taliano had been on a “Leave of Absence 14 years.” It also
repeated the Management Team's recommendation: “Authorize inclusion of union
salary in high one] year calculation; establish a maximum retirement high one-year
salary at level equal to City Labor Relations Manager (approximately $108,000
currently).””

The 6 May 2002 Closed Session PowerPoint contained new terms of a

proposal for the Firefighter Union President Ron Saathoff. The Management Team's

recommendation was to “allow the current Local 145 President to begin Presidential

. 6 May 2002 PowerPoint presentation for Closed Session City Council

meeting regarding Meet and Confer issues (Slides 36-38). (Exhibit 57)
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Leave under the terms described in Issue 2 effective July 1, 2002.” The Management
Team also recommended that Mr. Saathoff be allowed “contributions on union salary
in addition to the City’s contribution on Captain’s salary, to a max of $108,000 for the

one year period prior to July 1, 2002 to establish a high one year:"**

Meet & Confer 2002
Union Presidential Leave & Retirement Benefiis
Issue 2: current Local 145 President

Management Team Recommendation:

1. Allow the current Local 145 President to begin a paid
Presidential Leave under the terms described in Issue 2
effective July 1, 2002

2. Allow contributions on union salary in addition to the
city’s contributions on Captain’s salary, to a max of
$108,000 for the one year period prior to July 1, 2002
to establish a high one year

39

% 6 May 2002 PowerPoint presentation for Closed Session City Council

meeting regarding Meet and Confer issues (Slide 39). (Exhibit 57)
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The Management Team made additional generous recommendations for

prospective union presidents, which were described in Slide 40 of the 6 May 2002

PowerPoint presentation at the City Council’'s Closed Session Meet and Confer

meeting:’

/1

Iy

i

Iy

i

/1

V4. Union may compensate the union president for

Meet & Confer 2002
Union Presidential Leave & Retirement Benefits
Issue 3: Prospective Union Presidents
Management Team Recommendations:

L. Authorize full-time City-paid union Presidential Leave
for each of the 4 unions beginning July 1, 2002
2. Union President/employee to be paid for normal work

period at the salary of their current class when become
President; receive regular benefits for the class; with

: no overtime

13, Retirement benefits consistent with his/her
classification and level of compensation

97

6 May 2002 PowerPoint presentation for Closed Session City Council

meeting regarding Meet and Confer issues (Slide 40). (Exhibit 57)
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services to the union outside the normal work period.
Such compensation shall not affect or be a party of
City compensation, nor affect or add to retirement
benefits

40

Minutes from the 6 May 2002 Closed Session City Council Meet and Confer
meeting shows that the “Presidential Teave Mgr’s recommendation 9-0."”% A 24 May
2002 memorandum from City Labor Relations Manager Daniel E. Kelley addressed to
the Mayor and City Council included “the City's final three-year offer to the San
Diego Police Officers Association” which explained in blunt terms that the Council was
conditioning the granting of new retirement benefits on the pension board waiving the
fiduciary protections for plan participants:

Substantial benefit improvements granted by the City since the adoption
of the ‘City Manager’s Retirement Proposal’ dated July 23, 1996
(Manager’s Proposal) have created additional un-funded liability to
SDCERS that was not anticipated when the City agreed to the ‘rigger’
provisions.

Significant improvements in benefits are contained in this three-year
proposal. Consequently, the ‘“trigger’ provisions must be adjusted as a
condition of the City’s three-year proposal, therefore, this three year
proposal is contingent upon, and subject to, approval by the SDCERS
Board of Trustees of an adjustment to the ‘trigger’ provisions contained
in the Manager’s Proposal ... .

& 6 May 2002 Closed Session Meeting Minutes. (Exhibit 57)
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In an endeavor to meet converging interests and time lines, the City
agreed to benefit enhancements through labor negotiations which have
impacts on retirement funding, and consequently these benefit
enhancements were offered contingent upen successfully addre%%mg the
potential ‘trigger’ in the 1997 Manager’s Proposal. &

By June 2002 the center of gravity for the pension funding crisis had shifted
back to the pension board. The City Council’s proposal to wipe out the trigger and
balloon payment protection for plan beneficiaries ran into difficultics at the pension
board because the board's outside counsel balked at passing on the proposed
arrangement.

These developments were described in a 14 June 2002 memorandum from City
Human Resources Director Cathy Lexin to the Mayor and Council:

During the recently concluded meet and confer, the City Council

approved a number of retirement benefit enhancements with a

contingency feature. The contingency was tied to-an affirmative vote by

the San Diego City Employees Retirement System (SDCERS) Board of

Administration retated to (1) committing $25 million from FY2000

SDCERS investment earings to pay for retiree health insurance, (2)

using an existing SDCERS reserve to pay for negotiated increases in the

amount the City ‘picks up’ of employee’s retirement contributions, and
(3) the City’s contribution rates and funding status.

v 24 May 2002 Memorandum from Daniel E. Keliey, Labor Relations
Manager for the City of San Diego to the San Diego City Mayor and Council.
{Exhibit 58)
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We expect that the SDCERS Board will approve the first two items.
The third item regarding the City’s contribution rates and funding status
of the system is the most complex of the issues and is currently under
critical review by the SDCERS Board’s outside fiduciary counsel and
outside actuary."”

1o 14 Tune 2002 Memorandum from San Diego City Human Resources

Director Cathy Lexin to the San Diego Mayor and City Council p. 1. (Exhibit 2)



Ms. Lexin werﬁ on in her 14 June 2002 memorandum to remind the Mayor and
Council that the City Manager had presented the City Council’s plan to do away with
the 82.3% trigger and balloon payment at a “conceptual presentation before the
SDCERS Board at a special meeting held on 29 May 2002.""% Ms. Lexin informed
the Council that the SDCERS outside counsel was ‘uncomfortable’ expressing an

opinion that approval of the City’s proposal was “within the Board’s reasonable

discretion as fiduciaries of the system:”'”

The current ‘rate stabilization plan’ stipulates that the City’s contribution
rates, beginning FY 97 would increase a fixed 0.50% per year, which is
less than the actuarially determined rate necessary to ensure stable
funding of the system. The basis for prior fiduciary counsel condoning
the original agreement to accept less than full actuarial contributions from
the City, was the establishment of a reasonable funding ratio floor
(82.3%), and the expectation of progress toward full funding pursuant to
this plan. Currently fiduciary counsel is concerned that the City is
requesting a further reduction to the funding ratio floor (from 82.3% to
75%) with no balancing aspect to the proposal, no quid pro quo.'”

Ms. Lexin goes on to further remind the Mayor and Council of the precipitous
drop in the retirement plan’s funding ratio. She also expiains to the Mayor and

Council that the funding arrangements in the 1997 Manager's proposal proved to be an

ol 14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 1. (Exhibit 2)

o 14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)

10 14 June 2002 Memorandum from San Diego City Human Resources



inadequate safeguard of the plan’s funding ratio:

It is clear that the current arrangement whereby the City’s contribution

rate increases by a fixed 0.50% per year will not accomplish full funding

as contemplated in the plan. A through analysis needs to occur and a

funding policy developed that is acceptable to the SDCERS Board as

Trustees and the City as Plan Sponsor.” !

Ms. Lexin then delivered the bad news: The SDCERS outside fiduciary counsel

was not going to approve the Mayor's and Council’s proposal to lower the trigger and

eliminate the balloon payment:

Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)

% 14 June 2002 Memorandum from San Diego City Human Resources

Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)
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We had hoped the SDCERS Board would accept our proposal to fower

the funding ratio floor to 75% with a commitment from the City to bring

forward a long term solution within the next vear. It does not appear that

the fiduciary counsel will support this request.”'”

Ms. Lexin suggested that the Mayor and Council sweeten the deal by
“increasing the annual increase in City contribution from 0.50% per year to 1.00% per
year beginning in FY05 (an approximate $2.5 militon increase).” " Ms. Lexin
supported her suggestion by citing City Auditor, who supported the new 1.00%-a-year
proposal as “a means to avoid the potential triggering of the fully actuarial rate in FY04
(a $25 [M] impact.”""”

Ms. Lexin urged the Mayor and Council to back the 1.00% per year increased

funding proposal in order to avoid having to make the balloon payment:

103 14 June 2002 Memorandum from San Diego City Human Resources

Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)

9 14 June 2002 Memorandum from San Diego City Human Resources

Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)
T 14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)
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[F we do not make this offer, it is likely that the SDCERS Board will not
approve the proposal based upon a negative report from their fiduciary
counsel. It is also a possibility that the funding ratio calculated for year
ending} ESYOZ will fall below 82.3% and trigger the full actuarial rate in
FY04,

In no uncertain terms Ms. Lexin informed the Mayor and Council that the Meet
and Confer benefits were a quid pro que for a waiver of the trigger and balloon
payment:

If either the original or this proposal fails, the retirement benefit

improvements in the labor agreements with MEA, Local 127 and Local

145 will not occur. MEA has indicated that they will not schedule their

ratification vote until this matter is heard by the SDCERS Board, and

they anticipate that without the 2.5% at age formula improvements in

FY03, the 3-year MOU may fail a ratification vote, in which case we

would be bargaining again with the MEA next spring. 109

One member of the SDCERS Board, Richard Vortmann, expressed objections

over being put in the “middle of labor negotiations:”

Given everyone's (on the Board, Counsel, Actuary) feeling the Board

08 14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2. (Exhibit 2)

1 14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Couneil p. 2. (Exhibit 2)
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should not be put in the middie of labor negotiations, particularly when
we now become the ‘go-no go,’ ... ."'"°

e 24 Tune 2002 Letter from Richard Vortmann to SDCERS Board
Members and Administrators. (Ixhibit 59)
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Mr. Vortmann also asked for a clear statement from the City officials about
“why they feel it is necessary to violate their previous ‘96 agreement.”’ ' Mr.
Vortmann next asked the obvious question: “What is so compelling to viofate the ‘96
safeguard? [s not that why the safeguard was part of the ‘96 deal?”!'? Mr. Vortmann
then put his finger on the issue that the Mayor and Council were unwilling to face:

The problem is very simply that the City does not want to pay currently

for what they want to give the employees. They clearly are addicted to

the ‘give now, pay later’ or ‘burden the future years’s taxpayers’ when

they no longer have any say in the decision - i.e. the decision being
locked down now, with the mandatory bill being paid later.

Since the City is in essence asking the Board to be an ‘enable’ to the City
in their ‘addition,” the Board at least deserves to hear everybody
enunciate the truth - not a bunch of smoke about tough economic times,
the State is screwing us, etc.'”

Iy

i 24 June 2002 Letter from Richard Vortmann to SDCERS Board
Members and Administrators. (Exhibit 59)

H2 24 June 2002 Letter from Richard Vortmann to SDCERS Board
Members and Administrators. (Exhibit 59)

At 24 JTune 2002 Letter from Richard Vortmann to SDCERS Board
Members and Administrators. (Exhibit 39)
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F. CITY COUNCIL SWEETENS THE DEAL
On 3 July 2002, San Diego Deputy City Manager Bruce Herring sent a
memorandum to SDCERS administrator Lawrence Grissom which extended a
modified version of the proposal described in Ms. Lexin's 14 June 2002 memorandum
to the Mayor and Council.
Mr. Herring described the proposal to Mr. Grissom in a 3 July 2002
memorandum:
This proposed modification would increase the City’s agreed to rate by
1.00% beginning in FY0S5, projecting to reach the PUC actuarial rate by
FY09, then continuing with 0.50% annual increases, but no less than the
PUC rate, until the EAN rate is achieved.
Tt is also proposed that the funded ratio floor be amended to 75% from
82.3%, and if the floor is effectuated, the City would begin paying at a
rate that would achieve full PUC actuarial rate within five years, but no

later than FY09. Once at PUC, the City would continue with 0.50%
increases until EAN rate is achieved.

%k

As indicated in our June 10 and June 18 reports, the cost of any new
benetits which may be considered by the City in the future, would not be

absorbed, but paid for in addition to the agreed to City rates. 't

H4 3 July 2002 Memorandum from Bruce Herring to Lawrence Grissom re:

“City’s Proposal Regarding Contribution Rates and Reserves and Responses 1o
Questions from SDCERS Trustees.” (Exhibit 60)
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On & July 2002 San Diego City Human Resource Director Cathy Lexin issued a
memorandum fo the Mayor and City Council with the latest information from the
SDCERS Board about the Mayor's and Council’s proposal to avoid the trigger and
balloon payments. Ms. Lexin informed the Mayor and City Council that the SDCERS
Board would likely require a further modification of the City’s proposal. This
modification eliminated “the request to lower the funded ratio floor,” it included a “five
year phase-in if the trigger (82.3% funded ratio) is cffectuated.”'”” Ms. Lexin urged
the Council to approve the modification again with an eye toward avoiding the trigger
and balloon payment put into place to protect plan beneficiaries:

Given the importance of avoiding a immediate full rate implementation

(versus five year phase in), it is recommended that the Council authorize

staff to agree to this modification should the proposal currently before
SDCERS not prevail. '

M5 g July 2002 Memorandum from Cathy Lexin to the Mayor and City
Council re: “Meet and Confer: Contingent Retirement Benefits and Proposal to
SDCERS,” p. 2. (Exhibit 61)

He 8 fuly 2002 Memorandum from Cathy Lexin to the Mayor and City
Council re"Meet and Confer: Contingent Retirement Benefits and Proposal to
SDCERS.” p. 2. (Exhibit 61)
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Ms. Lexin informed the Council of the need to act because the SDCERS Board
had scheduled a special meeting for Thursday, 11 July 2002, to consider the Mayor
and Council proposal.'”” The minutes for the City Council’s Closed Session on 9 July
2002, held the day after Ms. Lexin’s memorandum to the Mayor and Council, indicate
that the Council approved additional modifications to their proposal to avoid the trigger
and balloon payment. The minutes read:

Authorize[d] modification of proposal-leave trigger at 82% of funding but

1 year grace period to pay (retirement formula), but only as back-up if

original proposal (75% trigger) fails at Retirement Board.”

This change was approved by a vote of nine (9) in favor, none opposed.'®
On 11 July 2002 the SDCERS Board approved the modified version described

in Ms. Lexin’s 8§ July 2002 memorandum to the Council. The motion passed 9-2 with

one abstention. Mr. Vortmann and Ms. Shipione had departed the meeting prior to

7 8 July 2002 Memorandum from Cathy Lexin to the Mayor and City
Council re:"Meet and Confer: Contingent Retirement Benefits and Proposal to
SDCERS.” (Exhibit 61)

HE 9 July 2002 Closed Session Meeting Minutes for the San Diego City

Council. (Exhibit 62)
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the vote.'"

On 18 November 2002 the City Council approved the modification passed by

SDCERS:

M9 11 July 2002 Minutes SDCERS Board Meeting. (Exhibit 63)
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On July 11, 2002, the Board approved modifications to the Manager’s
Proposal. This Agreement is entered into in order to provide a transition
period for City contributions to be brought, by Fiscal Year 2009, to the
full contribution rates that would be applied if the projected unit credit
funding method were used to provide accelerated contributions by the
City if SDCERS funding ratio goes below 82.3% before the end of the
term of this Agreement, and to terminate all transition arrangements
regard;izlgg contributions with the City at the end of the Fiscal Year

2009.

The Presidential Benefit was approved by the Council and Mayor on 21

cq 12 : . : :
October 2001 as Item-53."2!  The other benefits and increases in wages were

20 Minutes of the Council of the City of San Diego for the Regular Meeting
of Monday, November 18 p.39-40 (ITEM-133: Two actions related to Approval of
Agreements on SDCERS Board Indemnification & City SDCERS Employer
Contributions.”) (Exhibit 64) '

121 Minutes of the Council of the City of San Diego for the Regular Meeting
of Monday, October 21, 2002 p.9 (ITEM-53: Approval of Ordinance amending the
San Diego Municipal Code related to FY 2003 Negotiated Retirement Benefit
Enhancements. {Exhibit 65)

84



. 27 " .
approved by the Council on 18 November 2002."% The Mayor and Council granted
substantial benefit increases including general salary increases and an 11% per year
increase in pensions for general members, and special retirement benefits for the

incumbent presidents of the MEA, POA, and Firefighters’ unions.

22 Minutes of the Council of the City of San Diego for the Regular Mecting

of Monday, November 18 p.8-10 (ITEMS-50 and Si: Approval of Ordinances
amending the San Diego Municipal Code related to FY 2003 Negotiated Retirement
Benefit Enhancements.} (Exhibit 66)



On 21 October 2002, the Councif unanimously approved the introduction of the
ordinance containing the retirement benefit increases negotiated in the 2002 meet and
confer process.” The Presidential Benefit was passed by Council Resolution
Number 297212 that same day. When the ordinance received its second reading on
18 November 2002, it was approved by an 8-1 vofe, with Councilmember Frye voting
against it. ** The Presidential Benefit was passed by Council Resclution Number
207212 that same day. When the ordinance received its second reading on 18
November 2002, it was approved by an 8-1 vote, with Councilmember Frye voting
against 1t.

L

FAILURE TO COMPLY WITH
REQUIRED FEDERAL SECURITIES LAW

A. THE DUTY TO DISCLOSE MATERIAL FACTS
Securities & .Exchange Rule 10(b)3 prohibits the making of material false
statements and the omission of facts needed to make statements not misleading:
Rule 10b-5 -- Employment of Manipulative and Deceptive Devices

[t shall be unlawful for any person, directly or indirectly, by the use of

3 Qrdinance No. 19121.

P4 Minutes of 18 November 2002 Council Meeting. (Exhibits 64. 66)
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any means or instrumentality of interstate commerce, or of the mails or
of any facility of any national securities exchange,

a. To employ any device, scheme, or artifice to defraud,

b. To make any untrue statement of a material fact or to omit to state a

material fact necessary in order to make the statements made, i the light

of the circumstances under which they were made, not misleading, or

¢. To engage in any act, practice, or course of business which operates

or would operate as a fraud or deceit upon any person, in connection

with the purchase or sale of any security.'® [emphasis added]

The Securities & Exchange Commission has brought enforcement cases against
public officials and public bodies relying upon Rule 10(b)5 and other antifraud
provisions of federal securities law. Enforcement actions have been brought against
officials in Miami, Florida (In the Matter of the City of Miami, Florida, Cesar Odio
and Manohar Surana, Securities Act Release No. 7741, Exchange Act Release No.
41896, A.P. File No. 3-10022),

The City’s outside counsel, as early as November 2003, spotted the SEC
enforcement case against Miami as having at least some application to San Diego. On
26 November 2003 Paul Maco, the City's outside legal counsel, informed auditor Terri

Webster that an SEC enforcement action against the City of Miami found that

disclosures like those included in the City of San Diego’s financial statement footnotes

123 13 FR 8183, Dec. 22, 1948, as amended at 16 FR 7928, Aug. 11, 1951.
(Exhibit 67) |
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could be the hasis of a fraud violation:

Miami case - related to CAFR footnote misleading disclosure - found
footnote to be fraudulent. In ruling we get the message:

* Even though something is immaterial per GAAP it can still be in
violation of anti-fraud law.

Paul M. can see how Paul W. could find these error material due to (1)
quantity (2) the big error on leases (3) lack of solid processes on City &
CJO that didn't catch this stuff - loose [sic] credibility'*

26 Trandwritten notes by Terri Webster dated 11/26/03. (Exhibit 68)
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Another critical case involved Orange County. /n re County of Orange,
California; Orange County Flood Control District and County of Orange,
California Board of Supervisors, Securities Act Release No. 7260, Exchange Act
Release No. 36760, A.P. File No. 3-8937 (January 24, 1996). Report of Invesiigation
in the Matter of County of Orange, California as it Relates to the Conduct of the
Members of the Board of Supervisors, Exchange Act Release No. 36761 (January 24,
1996), SEC v. Robert L. Citron and Matthew R. Raabe, Civ. Action No. SACV 96-74
GLT (C.D. Cal.), Litigation Release No. 14792 (January 24, 1996) (complaint), SEC
v. Robert L. Citron and Matthew R. Raabe, Litigation Release No. 14913 (May 17,
1996) (settled final orders). As detailed below, the application of the SEC
enforcement action against Orange County officials was brought to the attention of
San Diego City officials. City of San Diego officials, the Mayor and Council were told
they could “not authorize disclosure that the official knows to be false” nor could they

"127 [emphasis added]

“authorize disclosure while recklessly disregarding facts.
Other relevant cases brought by the SEC against public entities and officials
include the Boston cases (In the Matter of the Massachusetts Turnpike Authority and

James J. Kerasiotes, Securities Act Release No. 8260, A.P. File No. 3-11198 (July

31,2003%; SEC v. Robert D. Gersh, Boston Municipal Securities, Inc., and

BT 6 November 2001 Closed Session Minutes. (Exhibit 69)
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Devonshire Escrow and Transfer Corp., Civ. Action No. 95-12580 (RCL) (D.
Mass.), Litication Release No. 14742 (November 30, 1995) (complaint); SEC v.
Robert D. Gersh, Boston Municipal Securities, Inc., and Devonshire Escrow and
Transfer Corp., Litigation Release No. 13310 (March 31, 1997) (settled ﬁnaE.Order);
the Pennsylvania case (Injunctive proceedings SEC v. David W. McConnell, Civ.
Action No. 00CV-2261 (E.D. Penn.), Litigation Release No. 16534, AAE Release No.
1254 (May 2, 2000); the San Antonio case, SEC v. San Antonio Municipal Utility
District No. 1, et al., Civ. Action No. H-77-1868 (S.D. Tex.), Litigation Release No.
8195 (November 18, 1977) (settled final order); the State of Washington cases, SEC
;z. Whatcom County Water District No. 13, et al., Civ. Action No. C77-103, (W.D.
Wash.), Litigation Release No. 7810 (March 7, 1977) (complaint); SEC v. Whatcom
County Water District No. 13, et al., Litigation Release No. 7592 (Méy 10, 1977)
(settled final order); SEC v. Washingion County Utility District, ef al., Civ. Action
No. 2-77-15 (E.D. Tenn.), Litigation Release No. 7782 (February 15, 1977)
(complaint), SEC v. Washington County Utility District, et al., Litigation Release No.
7868 (April 14, 1977) (default entered).

Additional cases have been brought by the SEC: SEC v. Reclamation District
No. 2090, et al . Civ. Action No. 76-1231-SAW (N.D. Cal.), Litigation Release No.
7460 {(June 22, 1976) (complaint); SEC v. Reclamation District No. 2090, et al.,
Litigation Release No. 7551 {September 8. 1976) (settled final order); I re Newport-
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Mesa Unified School District, Securities Act Release No. 7589, A. P. File No. 3-
9738 (September 29, 1998); In re City of Moorhead, Mississippi, Securities Act
Release No. 7585, EXchange Act Release No. 40478, A P. File No. 3-9724
(September 24, 1998); Securities Act Release No. 7616, Exchange Act Release No.
40770, A.P. File No. 3-9724 (December 10, 1998); In re City of Carthage, MS., et
al . Securities Act Release No. 40194, A. P. File No. 3-9650 (July 13, 1998)
(administrative cease and desist proceedings against 38 municipalities and settled
administrative orders); In re County of Nevada, City of Ione, Wasco Public
Financing Authority, Virginia Horler and William McKay, Securities Act Release
No. 7503, Exchange Act Release No. 39612, A P. File No. 3-9542 (February 2,
1998).

Additional cases brought by the SEC against government bodies and public
officials include: /n re .Counly of Nevada, Securities Act Release No. 7535, AP. File
No. 3-9542 (May 5, 1998); In re Wasco Public Financing Authority, Securities Act
Release No. 7536, A.P. File No. 3—9542 (May 5, 1998); In re City of lone, Sccurities
Act Release No. 7537, A.P. File No. 3-9542 (May 5, 1998); In re City of Svracuse,
New York, Warren D. Simpson, and Edward D. Polgreen, Securities Act Release No.
7460, Exchange Act Release No. 39149, AAE Release No. 970, A.P. File No. 3-9452
(September 30, 1997); In re Maricopa County, Securities Act Release No. 7345,
Exchange Act Release No. 37748, A.P. File No. 3-9118 (September 30, 1996); [n re
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Maricopa County, Securities Act Release No. 7354, Exchange Act Release No.
37779, AP. File No. 3-9118 (October 3, 1996).

Cases that have focused on public officials brought by the SEC also include:
SEC v. Larry K. O'Dell, Civ. Action No. 98-948-CIV-ORL-18A (M.D. Fla.),
Litigation Release No. 15858 (August 24, 1998) (settled final order).
B. MATERIALITY

The United States Supreme Court has found that for information to be material
“there must be a substantial likelihood that the disclosure of the emitted fact would

have been viewed by the reasonable investor as having significantly altered the ‘total

mix' of information made available.” [emphasis added] 7CS Industries, Inc. v.

Northway, Inc., 426 U.S. 438, 449 11976).
For financial statements misstatements or omissions of facts needed to make
those statements not misleading are material when:
[T]he magnitude of an omission or misstatement of accounting
information that, in the light of surrounding circumstances, makes it
probable that the judgment of a reasonable person relying on the
informatjon would have been changed or influenced by the omission or
misstatement. '**

In addition to the Rule 10(b)3 prohibitions, IExchange Act Rule 15¢2-12

prohibits the underwriting of municipal securities unless the underwriters have

8 Statement on Auditing Standard no 47, Audit Risk and Materiality in
Conducting an Audit (AU § 312.10). (Exhibit 70)
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reasonably determined that the issuers for whom they are providing underwriting
services have undertaken to provide the marke(piace with certain required on-going
. . ¢ - PR . - .

information.'® The participating underwriter must determine that the contractual

undertaking “meets the standards of the rule."?"

29 Exchange Act Release No. 34,961 (Nov. 10, 1994).

BU Fippinger, Robert A. The Securities Law of Public Finance § 6:5.1 (6-
42}
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Rule 15¢2-12 creates a duty to “update annually the financial information
and operating data that are set forth in the final official statement.””! The anti-fraud
provisions should be viewed as the standard of care for the preparation of the annual
disclosures required by Rule 15¢2-12.""*? When a municipal issuer “releases
information to the public that is reasonably expected to reach investors and the trading
markets, those disclosures are subject to the antifraud provisions.”” ’
The City of San Diego’s outside legal counsel determined that the following

information about the City of San Diego’s financial statement was material and should

be disclosed. This information was not previously disclosed until the City, acting on

T Fippinger, Robert A. The Securities Law of Public Finance § 6:5.1 (6-
42),

52 Fippinger, Robert A. The Securities Law of Public Finance § 6:5.2 (6-
44

133 Rippinger, Robert A. The Securities Law of Public Finance § 6:5.2 (6-
45); Release No. 33-7049 (9 March 1994).
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the advice of the City’s outside bond counsel Paul Weber, disclosed it on 27 January
2004 in a special filing with the various municipal disciosure depositories'™™:

Mr. Webber believed that the basic information that should be disclosed
was: (1) the City’s currently required payment amounts, (2) the amount
that the City is paying, per collective bargaining agreements, of its
employees’ share of their currently required contributions, and (3) the
amount of supplemental benefits paid from Plan Assets, thus increasing
the UAAL. Other information he thought should be conveyed included
methodologies used in calculating UAAL, such as amortization periods,
and key assumptions, such as mvestment returns.

B4 Since 1990, underwriters of municipal securities have filed the official

statement or offering document, for most municipal securities offerings, with the
MSRB's Municipal Securities Information Library.



Finally. information about responsibility for payment for health care

benefits and how they are being funded should, in his view, be disclosed.

Mr. Webber viewed the obligation to fund these different benefits as

similar to the obligation to pay a debt and, while future debt payments

are typically sums certain, and projections regarding the categories

described above are not, he believed that “order of magnitude”

disclosures could be made to give the prospective investor a general

sense of the City’s obligations. Mr. Webber believed that the City had a

duty to estimate and disclose its anticipated obligations over a reasonable

period into the future.'”

In addition to failing to make these disclosures until the voluntary filing on 27
January 2004 the City misstated that its “corridor” funding method was “excellent”
when in fact had a long-standing practice of reducing employer and employee
contributions to its pension plan thus pushing the liability onto future generations of
city emplovees and taxpayers. The City adopted prolonged amortization schedules
and used creative accounting practices, such as adopting a method for computing the
unfunded liability (the PUC method) that allowed the City under report the amounts
due from the City to the pension plan.

Investors should also have been told about the trigger and balloon payments and

about the questionable device of paying increased and special benefits to those on the

135

16 September 2004 Report on Investigation, The City of San Diego,
California’s Disclosure of Obligation to Fund the San Diego City Employees’
Retirement System and Related Disclosure Practices 1996-2004, pg. 117. (Exhibit 71)
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pension board in exchange for an agreement to violate the fiduciary law protecting
beneficiaries. The California State Constitution sets forth the basic tiduciary duty that
was violated by the Council and Pension Board:

(a) The retirement board of a public pension or retirement system shall
have the sole and exclusive fiduciary responsibility over the assets of the
public pension or retirement system. The retirement board shall also have
sole and exclusive responsibility to administer the system n a manner
that will assure prompt delivery of benefits and related services to the
participants and their beneficiaries. The assets of a public pension or
retirement system are trust funds and shall be held for the exclusive
nurposes of providing benefits to participants in the pension or retirement
system and their beneficiaries and defraying reasonable expenses of
administering the systemn.

{b) The members of the retirement board of a public pension or
retirement system shall discharge their duties with respect to the system
solely in the interest of, and for the exclusive purposes of providing
benefits to, participants and their beneficiaries, minimizing employer
contributions thereto, and defraying reasonable expenses of administering
the system. A retirement board's duty to its participants and their
beneficiaries shall take precedence over any other duty.

{¢) The members of the retirement board of a public pension or
retirement system shall discharge their duties with respect to the system
with the care, skill, prudence, and diligence under the circumstances then
prevailing that a prudent person acting in a like capacity and famibar with
these matters would use in the conduct of an enterprise of a like
character and with like aims.""

As slated in the Constitution, the Board must act “with care, skill, prudence,

and diligence under the circumstances then prevailing that a prudent person acting in a

86 California Constitution Article 16 Public Finance § 17. (Exhibit 18)
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like capacity and familiar with these matters would use in the conduct of an enterprise
of a like character and with like aims.” Generally, prudent action requires that ali
relevant facts be examined and evaluated before a decision is made. Decisions must
be made in light of the board’s goals and responsibilities. The one over-riding goai of
the SDCERS Board should be to protect fhe public funds placed in its care. In
reviewing the duty of a retirement board, one court observed that the board had a
“constitutional mandate to place the needs of the retirement’s fund’s participants and
their beneficiaries above all other duties, and ... to insure the financial integrity of the

assets in its care.” Corcoran v. Contra Costa County Employees Retirement Board,

60 Cal. App.4th 89, 94 (1997). Protection of the fund’s assets, therefore, should have
always been, and should always be, the over-arching goal and responsibility of the
SDCERS Board.

In order to avoid the trigger and balloon payment, the Mayor and Council
granted general and special benefits to pension board members to induce the board
members to waive the trigger and allow the City to escape the balloon payments.
Upon these premises, the San Diego City Attorney finds there is substantial evidence
consistent with a finding that pension board members failed to hold the funds and
assets of the City pension fund “for the exclusive purposes of providing benefits to
participants in the pension or retirement system and their beneficiaries in violation of

California State Constitution Article 16 § 17(a). These actions were not consistent
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with the duties imposed upon the City by the 23 July 1996 agreement. The City failed
to live up to its commitment to keep the funded ratio at 82.3% and pensicn board
members joined in that_‘faihn’e.13 " With the City failing to contribute the funds needed
to keep the pension plan funding ratio at 82.3% it plunged to 65% as of 2004,

As outlined, the Board was under a constitutional mandate “to place the needs
of the retirement’s fund’s participants and their beneficiaries above all other duties, and
thus insure the financial intégrity of the assets in its care.” Corcoran v. Contra Costa
County Employees Retirement Board, 60 Cal.App.4th 89, 94 (1997). By choosing to
allow the plan’s funding ratio to fall below the floor agreed to in Manager's Proposal [,
the Board breached its fiduciary duty to the City and the plan participants to protect

the fund’s assets.

7 The impact of the trigger mechanism was interpreted by SDCERS

outside fiduciary counsel, as well as by Mr. Maco, as requiring the City to maintain

the funded ratio at 82.3%. V&L Report, page 3.
B% Qan Diego City Employees Retirement System 2004 Actuarial Report for

as of 30 June 2004.
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The City’s duty to keep the plan at the 82.3% funding ratio which would
required the City to contribute over $500 mitlion to the pension plan was
acknowledged by the plan’s fiduciary counsel, board member Ron Saathoff, and the
plan’s actuary.”” The City Auditor and the plan’s administrator misinformed the

Council that the balloon payment was $25 million.'*

13921 June 2002 Minutes of the SDCERS Board Meeting pp. 16-17.
(Exhibit 72)

149 Qee Meet and Confer Section of this Report, pg. 30, ef seg.



Investors were kept in the dark about the trigger and balloon payment to the
pension plan. They were not timely informed that the plan’s funded ratio was
crashing. City auditor Webster acknowledged that the funding ratio was a "fiscal
indicator of the health” of the CERS .fund which was a major fund of the City.""" She
knew “[a] large drop in funding ratio or dropping below certain benchmarks could
result in a negative impact to the City’s credit rating.” A lower bond rating, according
to Ms. Webster, was “vital to keep borrowing costs down for future issuances on the
horizon such as for fire stations, main library, and branch libraries, ete. 142

The City should have disclosed that the payment of retiree health care benelits
with pension funds, the allowing of non-participant union employers to participate in
the plan, and the payment of special benefits to union presidents in exchange for their
agreement to violate or aid in the violation of fiduciary obligations threatened the tax
exempt status of_ the pension plan.'” The City should have informed investors that

pension plan participants were granted the right to buy pension credits at deep

discounts when there was no identified funding source. Investors also should have

T 18 March 2002 Email from Terri Webster to
Rgarnicai@unitedcalbank.com on the subject of CERS. (Exhibit 13)

e 18 March 2002 Email from Tern Webster to
Rgarnicazzunitedecalbank.com on the subject of CERS. (Exhibit 13)

M3 29 Qctober 2004 Memorandum from Plan Administrator Lawrence
Grissom to City Manager Lamont Ewell. (Exhibit 54)
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been told that the City had granted pension benefits retroactively without providing a
funding source.
The City should not have falsely represented in financial statement documents
used in later bond offering documents that:
The actuary believes the Corridor funding method is an excellent method
for the City and that it will be superior to the PUC funding method. The
actuary is in the process of requesting the GASB to adopt the Corridor
funding method as an approved expending method which would then
eliminate any reported NPO.
C. THE CITY COUNCIL WAS TOLD OF ITS DISCLOSURE DUTIES
City officials who issue investment bonds “have ultimate authority to approve
- the issuance of securities and related disclosure documents have responsibilities under
the federal securities laws as well,"'®
On 6 November 2001 the Mayor and City Council,. in writing and orally during

a briefing by its outside securities law experts, were informed of their duties under the

federal securities law.'*® The Mayor and City Council were reminded that the County

" Qee, 5 September 2003 Email from Diann Shipione to Plan Administrator

documenting that the false statement was included in the August 2002 Wastewater
$505 million bond offering (Exhibit 73); 6 February 2001 SDCERS Business &
Procedures Minutes p. 4 (Exhibit 74).

Y5 Report of Investigation in the Matter of County of Orange, California
as it Relates to the Conduct of the Members of the Board of Supervisors, Exchange

Act Release No. 36761 (January 24, 1996). (Exhibit 75)

146 g November 2001 Closed Session Minutes. (Exhibit 69)
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Board of Supervisors in neighboring Orange County had been found to have violated
federal securities laws in connection with bond offerings in 1996.

The federal securities law standard under which the Mayor and Council were
to conform their conduct was provided in writing:

In authorizing the issuance of securities and related disclosure
documents, a public official may not authorize disclosure that the official
knows to be false; nor may a public official authorize disclosure while
recklessly disregarding facts that indicate that there is a risk that the
disclosure may be misleading. When, for example, a public official has
knowledge of facts bringing into question the issuer's ability to repay the
securities, it is reckless for that official to approve disclosure to mvestors
without taking steps appropriate under the circumstances to prevent the
dissemination of materially false or misleading information regarding
those facts. In this matter, such steps could have included becoming
familiar with the disclosure documents and questioning the issuer's
officials, employees or other agents about the disclosure of those facts.'’

Despite the clear duty to disclose the material facts about both the trigger and
balloon payment and the financial condition of the pension and its impact on the City’s
overa,l_l financial condition, the council failed to take reasonable steps to ensure proper
disclosure in the following City bond offerings:'**

1

29 April 2002
$25,070,000

M7 6 November 2001 Closed Session Minutes. (Exhibit 69)

M8 The beginning date of 18 March 2002 marks the date that the Mayor and
Council were provided a PowerPoint presentation showing the actuarial funding ratio
had dropped to 89.9%.



Public Facilities Financing Authority of the City of San Diego
[ease Revenue Bonds Series 2002 B

(Fire and Life Safety Facilities Project)

Ordinance No. O-19054 - Adopted April 29, 2002

Districts 1.2, 3.4, 5.6, 7, 8 and Mayor - Yea

2.

14 May 2002

$93.200,000

City of San Diego, California

2002-03 Tax Anticipation Notes Series A

3.00% Interest Rate @ 101.382% Price to Yield 1.70%
Resolution No. R-296500 - Adopted May 14, 2002
Districts 1, 2. 3. 4. 5, 6, 7. 8, and Mayor - Yea

3.

16 September 2002

16 September 2002

$286,945,000

Public Facilities Financing Authority of the City of San Diego
Subordinated Water Revenue Bonds, Series 2002

(Payable Solely From Subordinated Installment Payments Secured by Net System
Revenues of the Water Utility Fund)

Resolution No. R-297070 - Adopted September 16, 2002
Districts 1. 2. 3. 4. 6. 7. 8, and Mayor - Yea

District 5 - Not Present

4.

3 March 2003

$15,255.000

City of San Diego/MTDB Authority

2003 Lease Revenue Refunding Bonds

(San Diego Old Town Light Rail Transit Extension Refunding)
R-297693 - Adopted March 3, 2003

Districts 1, 2. 3,4, 5. 6. 7. 8, and Mayor - Yea

.
3 March 2003
$17.425.000
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City of San Diego

2003 Certificates of Participation

(1993 Balboa Park/Mission Bay Park Refunding)

Evidencing Undivided Proportionate Interests in Lease Payments to be
Made by the City of San Diego Pursuant to a Lease with the

San Diego Facilities and Equipment Leasing Corporation

Resolution No. R-297692 - Adopted March 3, 2003

Districts 1.2, 3.4. 5, 6. 7. 8 and Mavor - Yea

6.

20 May 2003

2003-04 Tax Anticipation Notes Series A
$110,900,000

City of San Diego, California

1.75% Interest Rate @ 100.939% Price to Yield .800%
Resolution No. R-297969 - Adopted May 20, 2003
Districts 1.2.3.4.5.6.7, 8, and Mayor - Yea

7.

30 June 2003

$505,550,000

Public Facilities Financing Authority of the City of San Diego

Surbordinated Sewer Revenue Bonds, Series 2003A and Series 20038

(Payable Solely From Subordinated Installment Payments Secured by Wastewater
System Net Revenues

Resolution No. R-298133 - Adopted June 30, 2003

Districts 1.2.3.4. 5. 6. 7, and Mavor - Yea

District 8 - Not Present '

1v.

CONCLUSION

19 Qee Chart of Bond Offerings from 29 April 2002 to 30 June 2003.
(Exhibit 77)



Based upon these premises, the San Diego City Attorney concludes that there 1s
substantial evidence consistent with a finding that the Mayor and Council authorized
the issuance of City bond offering and related disclosure documents, identified above,
that the Mayor and City Council Members knew fo be false, as set forth above.

Moreover, the San Diego City Attorney concludes that there 1s substantial
evidence consistent with a finding that the Mayor and Council authorized bond
offering documents and related disclosure offering documents, for the bond offerings
identified above, while they recklessly disregarded facts indicating a risk that the
disclosures might be misleading, as set forth above.

The San Diego City Attorney further concludes that there is substantial
evidence consistent with a finding that the Ma&or and Council had knowledge of facts
set forth herein that brought into question the City’s ability to repay the bonds sold by
the City of San Diego, identified above. The City Attorney of San Diego finds that
under these circumstances there is substantial evidence supporting a finding that it was
reckless for the Mayor and City Council, with regard to the bond offerings identified
above, to approve the related disclosures to investors without taking steps 1o prevent
the dissemination of materially false or misleading information regarding those bonds.
In this matter, such steps should have included becoming familiar with the disclosure

documents and questioning the City's officials, employees, or other agents about the



disclosure of the material facts.'”

Upon these premises the San Diego City Attomey concludes that there is
substantial evidence consistent with a finding that the Mayor and City Council engaged
in civil violations of federal securities laws. There is no finding of any wrongdoing by
Council Member Tony Young. He was not elected to represent the Fourth Council
District until 4 January 2005 and therefore there is no evidence of his involvement in
any of the alleged securities Jaw violations.

There is no finding of any wrongdeing by Council Member Michael Zucchet.
He did not take office until 2 December 2002. He was not a Council Member during
the period of time in which the information about the trigger and balloon payment was
provided to the Council. On 3 December 2002 Mr. Zucchet did vote in favor of Item-
" 50 (Ordinance 0-2003-67), which granted Fire Fighters Local 145 members additional
benefits. Those benefits consisted of (1) allowing Fire Fighters Local 145 members to
“convert Annual Leave accrued after July 1, 2002 to service credit in SDCERS or
extend their participation in the System's Deferred Retirement Option Plan
("DROP");" and (2} allowing the purchase of creditable service to apply towards the
ten year vesting requirement. Mr. Zucchet also voted to approve municipal bond

disclosure documents for some offerings. There is no finding of wrongdoing by Mr.

B0 6 November 2001 Closed Session Minutes. (Exhibit 69)



Zucchet.

The remaining council members fall along a continuum. The Mayor and
Council Member Scott Peters have the most relevant training for understanding the
underlying complex facts and circumstances. Both are Phi Beta Kappa graduates with
economic degrees. Mayor Murphy holds a Masters of Business Administration Degree
from the Harvard Business School. Council Member Peters is a graduate of Duke
University. Mayof Murphy has a law degree from Stanford University; Council
Member Peters has a law degree from New York University.

Mayor Murphy was an associate in the law firm of Luce, Forward, Hamiiton &
Seripps. Council Member Peters was an associate at the firm of Baker & McKenzie.
Mayor Murphy served as a Municipal and Superior Court Judge for 15 years. He was
admitted to practice 16 December 1975, Mr. Peters had considerably less experience
than Mayor Murphy, having practiced in the ficld of environmental law before his
election toithe Council in December 2000. He was admitted to practice in California
on 6 June 1989.

At the other end of spectrum is Council Member Donna Frye. Council Member
Frye has no advanced degrees in business or law. She has no expert (raining in law or
business. Although she voted in earlier Closed Sessions to extend more beneflts and to
continue the underfunding she was the only council member to vote agaiﬁst extending
those benefits when it went to a later public vote. She also voted against the ballpark
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bonds offering documents.

Council Member Toni Atkins also has no expert trai.ning in law or business.
However, Ms. Atkins voted to underfund the pension system and to exchange benefits
for a waiver of the trigger and balloon payments.

Between these two points stand Council Members Brian Maienschein, Jim
Madaffer, and Ralph Inzunza. Council Member Maienschein is an attorney but he had
a community based practice. Council Members Madaffer and Inzunza have no
relevant expert training. Council Member Madaffer attended Grossmont College and
San Diego State University. Council Member Inzunza is a graduate of San Diego State
University but his area of expertise is Latin American Studies.

Two former Council persons participated in the matters addressed in this report.
They are former Council Members Byron Wear and George Stevens. Neither of
these Council Members had expert training in law or business.

KPMG has cited to the conclusion reached in the 16 September 2004 report of
the City’s outside counse] that “any attempt to conceal the SDCERS funding situation
would have been an ‘exercise in futility.””"*' The San Diego City Attorney concludes
in this Second Interim Report that there is substantial evidence consistent with a

finding that the Mayor and City Council did attempt to conceal and did conceal the

BT 11 October 2004 and 29 October 2004 KPMG letters to San Diego
Assistant City Attorney re: City of San Diego Fiscal Year 2003 Audit. (Exhibit 76)
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granting of pension benefits in exchange for the waiver of the trigger and bailoon
payments. The City Attorney of San Diego further concludes that there is substantial
evidence consistent with a finding that the Mayor and City Council concealed the
other aspects of the underfunding, trigger, balloon payments, wrongful accounting and
funding practices as set forth in this report. Finally, the San Diego City Attorney
concludes that there is substantial evidence consistent with a finding that the Mayor
and City Council engaged in the alleged wrongful conduct either knowingly or
recklessly.

The San Diego City Attorney has investigated the issues raised by KPMG in
their correspondence of 11 October 2004 and 29 October 2004 and related writings.
This investigation has been conducted to resolve the federal securities law issues raised
in those writings. Additional City Attorney reports will address other possible illegal
acts and other responsible parties, if and when requested by KPMG.

“Finally, it should be stressed that much of the evidence set forth in this report
was made available to the investigation only because the Mayor and

il



Council made the honorable decision to waive the confidentiality privileges held by the
City. They did this knowing that it would put them at risk.

MICHAEL J. AGUIRRE, City Attorney

By

Michael I. Aguirre
City Aftorney






TRANSCRIPT OF 8 AUGUST 2006 PRESS CONFERENCE:

LEVITT
We stand ready to be helpful in any way that we can.

I think the City Attorney made himself largely irrelevant by his outburst this morning. I
think that there is a reasonable approach on the part of the Council and the mayor. And
there are limited number of solutions to the problem. They are obvious, they are plain.
The City Attorney focused on sidebar issues, which is his particular issue. But it is a side
bar, and 1t’s not fundamental.

The issue we were here to discuss today and we were retained to execute was to get
KPMG to complete their audits so you can you can get one with restoring the City.

"And I think progress was made in that direction.

I think that if the Council and the Mayor keep their focus on that and they are not
diverted by the antics of the City Attorney, I think will be well served.

Pension Obligation Bonds

I believe that that this not the appropriate priority for the City right now. The first step
should be to try to determine a long term and even a short term financial plan...Pension
obligation bonds, selling at the yields that you would have to offer them at today, would
not be advantageous to the City and it would be costly to the taxpayer.

TURNER
Take a look at whatever it needs to do to balance the budget.

ROMANOG

There is also no recommendation that you keep benefits. There is a discussion of the legal
issue of whether benefits can and should, can be rolled back legally.

We come to the conclusion that it’s more likely than not that they cannot be rolled back
legally. But we don’t recommend that they be maintained. We just address it as a legal
1ssue.

LEVITT

The magnitude of the problem is significant. There are a limited number of solutions.
Obviously cuts on the one hand, taxes on the other hand are among a very limited number
of Solutions. We are certainly not prepared, nior will we, make those recommendations.
That's for the various parties in the City to work out among themselves.

By raiding the pension fund, they exacerbated the problem. So, now the City has got to
straighten it out and they straighten it out by telling it like it is. By adequate disclosure.

ROMANO

Negligence is a standard that in Orange County the Securities and Exchange Commission
stated applied to elected officials. Elected officials have a responsibility to exercise care,
be careful, in reviewing disclosure documents that they are authorizing. That was issued
in 1996. 1t really means that we expect out elected officials to act more carefully.



...It’s not posstble to quantify it. The way these matters are generally addressed in court
and legal proceedings is, you look at the conduct of the person you are interested in; you
compare it, if there is an industry standard, you might look at that; you use a variety of
way to judge how these persons should act.

We don’t have to go that far because in 1996 the SEC said that elected officials have to
exercise reasonable care.

We identify them by name in the report, so I want you to be careful to look at the report
so we know who we are talking about.

We conclude that they acted negligently in that they did not exercise reasonable care in
authorizing the disclosure documents. Ordinarily, that does not constitute a violation of
the anti-fraud provisions because anti-fraud, under the securities laws, requires a more
culpable or bad state of mind. It requires something that we in the legal business call
scienter, or wrongful purpose. 1t is more than carelessness. It is more serious than
sloppiness or indifference. A person with scienter, is a person who acts and knows that
what they are doing is probably wrong and proceeds anyway, We did not conclude the
City Council members had that state of mind when they authorized the public disclosures
when they did. ...

Negligence in certain standards, I should tell you the SEC has never to our knowledge,
brought an action for negligence against an elected official. They have against City
employees. In the city of Miami. In Mass Tumpike, the chairman of, ..

They acted negligently in connection with the issiance of securities. Whether that
constitutes a complete violation 1s something that the SEC will have to address.

We hope that they see that we were careful and that we review all, or substantially all, of
the records that they viewed.

LEVITT

Ballpark bonds

I don’t know that I would characterize the Council role particularly. But, obviously, it
was the kind of public pressure to push things under the rug, to address the difficult
issues in the interest of getting that ballOpark buiit. That’s bad decision making which
came back to haunt the City.

Remediation

I think, clearly, the SEC will follow our report very closely. They will have their own
recommendations which probably won’t be dramatically different. 1 think the question is
can they afford not to embrace the recommendations in remediation section.

Raided — City Managers

They knew that they were getting funds from the pension funds. They knew that,
obviously, I don’t’ know what their state of mond is, obviously they like many city
offcials all over city officials all over amercia have felt, the see a pot of money over there
and they say this is the way that we can use it and the budget this year isn’t going to
reflect the problems. That always comes back to haunt you.



I'll leave to lawyers.

YOUNG

We do find that some people acted with wrongful intent. The report sets forth those that
we believe acted with wrongful intent, those that were negligent, those that breached their
fiduciary responsibilities. So, not everybody got away with negligence.

LEVITT _
I would expect that this does end our work with the City. Except that if the Council has
additional question, of course, as | said, we stand ready to respond to them.






Filed 9/7/07

CERTIFIED FOR PUBLICATION

COURT OF APPEAL - FOURTH APPELLATE DISTRICT

DIVISION ONE

STATE OF CALIFORNIA

CATHY LEXIN et al.,
Petitioners,
V.

THE SUPERIOR COURT OF SAN
DIEGO COUNTY,

Respondent;
THE PEOPLE,

Real Party in Interest.

D049251

(San Diego County
Super. Ct. No. SCD190930)

Writ of prohibition following denial of petitioners' motion to set aside information.

The Honorable Frederic L. Link and Roger W. Krauel, Judges. Petition denied.

Gibson, Dunn & Crutcher and Nicola T. Hanna for Petitioner Cathy Lexin.

Coughlan, Semmer & Lipman. R. J. Coughlan, Jr.. and Earll M. Pott for Petitioner

Ronald Lee Saathoff.



1. SECTION 1090 AND ITS EXCEPTIONS

Section 1090 provides in part:

"Members of the Legislature. state, county, district. judicial district.
and city officers or emplovees shall not be financially interested in
any contract made by them in their official capacity, or by any body
or board of which they are members. Nor shall state. county.
district, judicial district, and city officers or emplovees be purchasers
at any sale or vendors at any purchase made by them in their official
capacity.”

Section 1090 codifies the common law prohibition against "self-dealing” with
respect to coniracts, (See Stats. 1851, ch. 136, § 1: BreakZone Billiards v. City of
Torrance (2000) 81 Cal. App.4th 12035, 1230; Srigall v. Ciry of Taft (1962) 58 Cal.2d 363,
571 City of Oakdand v. California Const. Co. (1940) 15 Cal.2d 373, 376, Stockton
Plumbing & Supply Co. v. Wheeler (1924) 68 Cal. App. 392, 397.) Contlict of interest
laws such as section 1090 exist te ensure that the government's decisions are made in the
public's best interest with out regard to potential personal financial gain:

"The object of section 1090 of prohibiting individuals 'from being
financially interested in any contract made by them in their official
capacity or by the body or board of which thev are members is to
msure absolute lovalty and undivided allegiance to the best interest
of the [government agency| thev serve and to remove all direct and
indirect influence of an interested officer as well as to discourage
deliberate dishonestyv. [Citations.}" [Citation.]" (Thorpe v. Long
Beach Community College Disrrict (2000) 83 Cal.App.4th 635, 639.)

"The evil to be thwarted by section 1090 is easily identified: If a public official 1s
pulled in one direction by his financial interest and in another direction by his official

duties. his judgment cannot and should not be trusted. even if he attempts impartiality.”

(Carson Redevelopment Agency v, Padilia (2006} 140 Cal.App.4th 1323, 1330} "in our
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society. people of ordinary sensibility should recognize, without the intervention of a
criminal proscription, that a public official is a trustee and that it is wrong for such a
trustee to engage in self-dealing, including the contingent feathering of one's own nest.’
[Citation.]" (People v. Chacon (2007} 40 Cal.4th 538, 370, original italics.)

"[Thhe prohibited act 1s the making of a contract in which the official has a
financial interest." (People v. Honig (1996} 48 Cal. App.4th 289, 333 (Honig).) "Putin
ordinary. but nonetheless precise, terms. an official has a financial interest in a contract if
he might profit from it." ([bid . accord, People v. Grass (2002) 101 Cal.App.4th 1271,
1288, . 6.)

Prohibited "financial interests” extend to expectations of economic benefit.
(Honig, supra, 41 Cal.App.4th at p. 315.) "[A] financial interest within the meaning of
section 1090 may be direct or indirect and includes the contingent possibility of monetary
or proprictary benefits." (Jd. at p. 323: see People v. Vallerga (1977) 67 Cal.App.3d 847,
863 People v. Darby (1952} 114 Cal. App.2d 412, 433, fn. 4.y "[Florbidden {inancial
interests may . . . involve financial losses, or the possibility of financial losses, as well as
the prospect of pecuniary gain." (86 Ops.Cal Atty. Gen. 138, 140 (2003).)7 All the

circumstances of the transaction as a whole must be considered in determining whether a

7 Although courts are not bound by the California Attorney General's opinions. they
are entitled to "considerable weight" (Thorpe v. Long Beach Conmunity College Dist.,
supra, 83 Cal. App.4th at p. 662.). "This is particularly true where. as here, the Attorney
General regularly advises local agencies about conflicts of interest. and where. as here. no
clear case authority exists on the guestion before us." (People v. Gnass, supra, 101
Cal.App.dth at p. 1304



proscribed financial interest would be present in the contract. (Thomson v. Call {1983)
38 Cal.3d 633, 644-645; Honig, supra, 48 Cal.App.4th at pp. 315, 320; People v. Watson
(1971) 15 Cal.App.3d 28. 37; People v. Darby, supra, 114 Cal.App.2d at pp. 431-432)

"In considering conflicts of interest [courts} cannot focus upon an isolated
‘contract’ and ignore the transaction as a whole." (Honig, supra, 48 Cal.App.4th at p.
3203 Courts "look[] past the individual contracts in question and consider{] the
relationships between all the parties connected with them, either directly or indirectly, to
determine if a conflict of interest existed.” (People v. Gnass, supra, 101 Cal App.4th at
p. 1294 see also Campagna v. City of Sanger (1996) 42 Cal.App.4th 533, 541, Thus,
courts should not be “concerned with the technical terms and rules applicable to the
making of contracts, but instead [with] rules governing the conduct of governmental
officials." (Honig, supra, 48 Cal. App.4th at p. 314.) "We must disregard the technical
relationship of the parties and lock behind the veil which enshrouds their activities in
order to discern the vital facts. [Citation.] However devious and winding the trail may
be which connects the officer with the forbidden contract, if it can be followed and the
connection made. a conflict of interest is established.” (People v. Watson, supra, 13
Cal.App.3d atp. 37.)

A. A Reasonable Person Could Harbor a Strong Suspicion Petitioners' Actions
Violated Section 1090

While the MP2 contract between the Citv and SDCERS itself did not directly
involve a financial interest relating to the defendants, we must look at the transaction as a

whole, The allegation is. and the evidence presented at the preliminary hearing shows,



drawing every reasonable inference in favor of the information, a reasonable person
could harbor a strong suspicion that enhanced benefits in which each defendant did have
an interest were contingent upon SDCERS's approval of MP2. Because of the broad
scope of section 1090, it matters not that petitioners were not parties (o the contract
between the City and the labor unions. "[Sjection 1050 applies even when a public
official's financial interest flows from a source that is independent of a public contract.”
(Carson Redevelopment Agency v. Padilla, supra, 140 Cal.App.4th atp. 1334} "The
phrase 'financially interested broadly encompasses anything that would tie a public
official’s fortunes to the existence of a public contract.” (Jd. at p. 1335}

What is important under section 1090 is whether petitioners stood to gain
something personally with respect to the contract berween SDCERS and the City, a
contract over which petitioners could exercise influence. As the court found on this
issue, "the evidence contained in the preliminary hearing provides a rational ground for
assuming the probability that on July 11, 2002, each of the [petitioners] procesded to act
on the Citv's proposal for a 75% trigger, knowing that an action by the Retirement Board
could also satisfy the MOU Contingency Provision and thereby remove the condition on
the [petitioners'] receiving their enhanced retirement benefits agreed to in the MOUs."

Further. it matters not. as petitioners claim. that at the time MP2 was actually
signed. the contingencies in the MOU's were gone. Section 1090's broad scope
encompasses "the planning. preliminary discussion. compromises. drawing of plans and
specifications and solicitation of bids that led up to the formal making of the contract.”

(Honig, supra, 48 Cal. App.4th at p. 313: see also Thomson v. Call. supra, 38 Cal.3d at



pp. 644-645 [successive contracts were considered part of a single multiparty agreement
for purposes of section 1090].) As we stated in Ciry Council v. McKinley (1978) 80
Cal . App.3d 204, 212, "the negotiations, discussions, reasoning. planning. and give and
take which go beforehand in the making of a decision to commit oneself must all be
deemed to be a part of the making of an agreement in the bmad_ sense [citation]. ... 1f
the date of final execution were the only time at which a conflict might occur. a ity
councilman could do all the work negotiating and effec’zin.g a final contract which would
be available only to himself and then present the matter to the council, resigning his
office immediately before the contract was executed. He would reap the benefit of his
work without being on the council when the final act was completed. This 1s not the
spirit nor the intent of the law which precludes an officer from involving himself in the
making of a contract. The statutes are concerned with any interests, other than perhaps a
remote or minimal interest, which would prevent the officials involved from exercising
absolute loyalty and undivided allegiance to the best interests of the city [citation]."
Viewed in isolation, petitioners' mere presence at the May 29, Jupe 21 and July 11
board meetings would not have been sufficient to support a section 1090 prosecution.
Similariv, their vote taken on November 15, taken on 1ts own, also might not support a
section 1090 action as the contingencies in the MOU's had been removed by that time,
However. "[i]n bonsédeying conflicts of interest [courts] cannot focus upon an isolated
‘contract’ and ignore the transaction as a whole." (Honig, supra, 48 Cal.App.d4th at p.

200

(9P



Thus, we look at the continuing course of conduct from May 29 through
November 13, If the evidence the People presented at the preliminary hearing arguably
sboerg that { 1) petitioners participated in the making of MPZ2, (2) they had a fmancial
interest in that contract because increased pension benefits were contingent upon
approval of MP2. and (3) they "made" a contract under section 1090 when they voted to
approve MP2 on November 15 because they only voted to approve the contract because
of the increase in retirement benefits, the People have stated a claim for violation of
Government Code section 1090 sufficient fo withstand a Penal Code section 993 motion
to set aside the information.

The evidence presented at the preliminary hearing was that during the time period
between May 29 and November 13 petitioners considered, discussed, and/or negotiated
the various proposals at a time when enhanced pension benefits were contingent on their
voting to approve contribution relief for the City. The entire course of conduct of
petitioners' conduct shows that thev participated in the making of a contract in which they
had a financial interest. That course of conduct ended with the November 13 vote o
provide the Citv with its requested contribution relief. Although the contingencies in the
MOU's were formally removed from the MOU's when petitioners approved the MP2,
there was sufficient evidence such that "a reasonable person could harbor a strong
suspicion of the defendant's guilt” (Cooley, supra, 29 Caldth at p. 251.); 1.e., that they
would not have agreed to the contribution relief but for the Ciny's agreement 10 increase
retirement benefits. That evidence was sufficient to bind petitioners over for trial for a

violation of section 1090,
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The penalties for violation of section 1090 are stated in section 1097, which
provides:

"Every officer or person prohibited by the laws of this state from
making or being interested in contracts, or from becoming a vendor
or purchaser at sales. or from purchasing scrip, or other evidences of
indebtedness, including any member of the governing board of a
school district, who willfully violates any of the provisions of such
laws. is punishable by a fine of not more than one thousand dollars
($1.000). or by imprisonment in the state prison, and is forever
disqualified from holding any office in this state,

However, "[t}he harsh consequences of section 1090's prohibition are ameliorated
in two different ways. First, section 1091.3, which describes certain ‘noninterests,’ where
if applicable, the contract may be executed because the Legislature has detenmined that
the partieular interest is insufficient to merit application of the prohibition. In noninterest
situations, the interest does not require the officer's abstention and generally does not
require disclosure.” (83 Ops.Cal. Atty.Gen. 246, 247 (2000).)

As we shall explain in the following sections, (1) while pension benefits come
under the definition of "salary" under section 1091.5(a)(9), that exception to section 1090
is not applicable under the facts of this case; and (2} pension benefits are not "public
services" under section 1091.5(a)(3).

B. Section 1091.5(a)(9)

Section 1091.5(a)(9) provides:

"(a) An officer or employee shall not be deemed to be interested in a
contract if his or her interest is anv of the following: {91 ... [9 (9)
That of a person receiving salary. per diem. or reimbursement for
expenses from a government entiry, unless the contract directly

ivolves the department of the government entiry that employs the
officer or emplovee. provided that the interest is disclosed to the
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body or board at the time of consideration of the contract. and
provided further that the interest is noted in its official record.”
(Italics added.)

"Hence. under the terms of subdivision (a)(9) of section 1091.5. a government
emplovee who serves on the board of another public agency is deemed not to be
financially interested in a contract between the agency and his employer unless the
contract directly involves the particular department in which he is emploved.” (83
Cps.Cal.Atty Gen., supra, at p. 248.)

1. Salary includes pension benefits

The trial court found the "salary" exception to prohibited financial interests
inapplicable because when the Legislature amended section 1091.5(2)(9) in 1999, it
changed the language "from 'compensation’ to 'salary, per diem or reimbursement for
expenses,' a more narrowly defined class of benefits, the Legislature's omission of
'ension benefits' indicates the intention not to include pension benefits within the scope
of the exemption[] presented in . . . [section] 1091.5(2)9)." This finding was erroneous.

The definition of compensation in Black's Law Dictionary is "{r]lemuneration and
other benefits received in return for services rendereds esp., salary or wages.” (Black's
Law Dict. (8th ed. 2004) p.301, col. 1, italics added.) Salary is defined as "[aln agreed
compensation for services—esp. professional or semiprofessional services—usu. paid at
regular intervals on a vearlv basis, as distinguished from an hourly basis.” (/4 atp. 1364,
col. 1.} Thus. salarv and compensation are largelv synonymous terms. Moreover. a

pension is defined as "[a] fixed sumn paid regularly to a person {or to the person's

beneficiaries). esp. by an emplover as a retirement benefit.” (/d atp. 1170, col. 1.)
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Thus, as salary is a type of compensation, and a pension is merely a deferred pavment of
such salary. pension benefits can be reasonably interpreted as coming within the
definition of salary under section 1091.5(2)(9). This conclusion is bolstered by decisions
from the California Attorney General's office. as well as the Political Reform Act of 1974
(PRA}, section 81000 et seq.

In 89 Ops.Cal. Atty.Gen. 217 (20600}, the Attorney General was asked 1o answer
the following question: "Where a member of the governing board of a community
college district receives retirement health benefits from the district as a former faculty
member in an amount that is required by contract to be equal to the amount of health
benefits the district provides to current faculty members under the terms of a collective
bargaining agreement, may the governing board renegotiate the amount of health benefits
nrovided under the current collective bargaining agreement?" The Attorney General
concluded that the member of the board receiving the retirement benefits could not
participate in the decisionmaking process regarding the health benefits because to do so
would be a violation of section 1090. (89 Ops.Cal. Atty. Gen, supra, at pp. 217-219.) In
reaching this conclusion, the Attorney General interpreted the "salary” exception to
prohibited financial interests contained in section 1091.5(2)(9). The Attorney General
Jooked to similar language in the PRA, "which generally prohibit{s] public officials from

participating in governmental decisions in which they have a 'financial interest.

General stated: "While a 'financial interest’ within the meaning of the [PRA] is defined

to include "[alny source of income' (§ 87103, subd. (¢}). 'income’ is defined to exclude

Ao
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"[s]alary . .. received from a state, local, or federal government agency' (§ 82030, subd.
(b)(2): see also Cl‘ai. Code Regs.. tit. 2, § 18703.5 [financial effect of a decision 1s not
material if 1t affects only the salarv. per diem, or reimbursement for expenses that a
public official receives from a federal. state, or local governmental entity]). The Fair
Political Practices Commission. which administers the [PRA], has determined that

10

retirement benefits are a form of deferred compensation that {al] within the 'salary’

D)

exclusion of section §2030. subdivision ()2}, (Inre Moore (1977) 3 FPPC Ops. 33.}"
(89 Ops.Cal Atty.Gen., supra. at p. 222,y Noting that "[r]etirement benefits 'are not
gratuities but represent deferred compensation for past service' (id. at p. 220, fn. 4.), the
Attorney General concluded that that the term "salary' may be construed to include a
retired emplovee's health benefits.” (/2. at p. 220, fn. omitted.)®

Our own review of relevant provisions of the PRA and case law interpreting it
support the conclusion that the term "salary" in section 1091.5(a)(9) includes pension
benefits.

Section 87100 provides: "No public official at any level of state or local
government shall make. participate in making or in any way attempt to use his official

position to influence a governmental decision in which he knows or has reason 10 know

he has a financial interest.”

8 In defining "salarv" to include benefits, the Attorney General was interpreting the
remote interest exception contained in section 1691, subdivision (b)(13}. (89
Ops.Cal. Aty .Gen.. supra, at p. 220.) However, the relevant language of the statutes 1s
wdentical.
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An exception 1o the term "financial interest” is contained in section 82030,
subdivision (b)(2), for "[s]alary and reimbursement for expenses or per diem, and social
security. disability, or other similar benefit payments received from a state, local, or
federal government agency . . The term "salary” in this code section has been defined
in regulations promulgated to interpret the PRA as including "any and all payments made
by a government agency 1o a public official, or accrued to the benefit of a public official,
as consideration for the public official's services to the government agency. Such
‘pavments include . . . pension benefits ... ." (Cal. Code Regs., at. 2, § 18252, . talics
added.)

In Inre Moore (19773 3 FPPC Ops. 33 [1977 WL 45941}, the California Fair
Political Practices Commission (the Commission) , which enforces the PRA, was asked
whether a retired county emplovee who received a pension from the county and served on
the county board of retirement could vote on decisions that could result in enhanced
pension benefits. The Commission concluded that he could because pensions benefits are
included within the definition of salary under section 82030, subdivision (b)(2):
pension . . . is essentially a tvpe of deferred salary whereby an employee agrees o receive
a smaller pavment while working in exchange for the security of receiving the remaining
portion of his compensation after he retires. [f] Since a pension is. in essence, a deferred
sajary payment. we conclude that it is included in 'salary.' as that term is used in Section
82030{. subdivision] (b)(2). We note. moreover, that the pension in the present case is
from a local government agency. The retirement fund is simply the accounting

mechanism used by the county to accumulate and disburse the pension benefits,
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Accordingly, we conclude that the pension is 'salary . . . from .. . a local government
agency and is, therefore, excluded from the definition of income by Section 820301,
subdivision] {(b)(2}. {%] Based on the forégoing analysis, it is clear that the pension
received by the retired emplovee from the county retirement system does not constitute a
financial interest’ within the meaning of Section 87103, Consequently. the retired

emplovee is not prohibited by Section 87100 from participating in board of retirement
decisions" concerning matters that might increase pension benefits. (/n re Moore, supra,
3 FPPC Ops. 33 {1977 WL 459411, fn. omitted.)

It is true. as the trial court found, that when the Legislature amended section
1061.5(a)(9) in 1999, it changed the language from "compensation” to "salary, per diem,
or reimbursement for expenses.” (Assem. Amend. to Sen. Bill No. 689 (1999-2000 Reg.
Sess.) June 30, 1999} However, this does not mean, as the trial court found. that by
changing this language the Legislature intended to exclude pensions from section
1091.5(2)(9). Rather, the only rational explanation is that the Legislature sought to more
closely track the language of the PRA, which excludes "[s]alary and reimbursement for
expenses or per diem ... from a . .. local . .. government agency . . . " from the
definition of prohibited financial interests. (§ 82030, subd. (b}(2).)

This conclusion is compelled by the fact that the PRA and section 1090 are "in
pari materia.” which means ""[o]f the same manner: on the same subject.™ (Honig,
supra, 48 Cal. App.4th atp. 327.) "They both deal with a relatively smali class of people.
public officers and emplovees. and share the same purpose or objective. the prevention of

conflicts of interests. and hence can fairly be said to be in pari materia. [Citation.] [¥]
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When statutes are in pari materia. they should be construed together as one statute.
[Citation.] So interpreted. . . . all parts of a statute should be read together and construed
in a manner that gives effect to each. vet does not lead 10 disharmony with the others.’
[Citation.]" (Jbid.)

Hence. because the language of section 1091.5(a)(9) and section §2030.
subdivision (b)(2) is similar. and they are in pari materia. we must construe them as one,
and the definition of salary in both is the same.

From all the foregoing authority, we conclude that pension benefits are salary
within the meaning of section 1091.3(a)(9), and thus not a prohibited financial interest
under section 1090, as long as the exception created by section 1091.5(a)(9) is otherwise
applicable. We conclude that it 1s not.

2. The contract directly involved the petitioners' departments

The noninterest exception of section 1091.5(a)(9) is inapplicable to a contract that
"directly involves the department of the government entity that employs the officer or
emplovee." Here, the pension benefits increases in the MOU's directly involved the
departments of the petitioners because they granted benefits to the City departments in
which they worked. They received the benefit increases only because of their
emplovment with a particular department.

This conclusion is better understood when one Jooks at 78 Ops.Cal. Atty.Gen. 362
{1993). an Attornev General's opinion interpreting the noninterest exception set forth in
section 1091.3(a)(9). In this opinion the Attornev General was asked whether "an

individual [mav] simultanecusly serve as a San Bernardino County Sheriff's Deputy
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Chief and Yucaipa City Councilman.” and, if so. "may the city council enter into a
contract with the sheriff to provide law enforcement services to the city?” (78
Ops.Cal. Atty Gen.. supra, at p. 362.) The Attomey General opined that the individual
could serve as a sheriff's depury and a ¢ity council member at the same time, and in such
a situation the city council counld enter into a contract with the sheriil's department to
provide law enforcement services, but only if the council member/deputy sheriff did not
participate in the decisionmaking process: "[Siubdivision (a}(9) of section 1091.5 may
be construed as allowing a government emplovee who serves on the board of another
public agency to vote on a contract between the agency and his government empioyer
except when the contract involves his particular emploving unit. Under this
interpretation, the prospective councilman here could not participate in the decision to
contract for faw enforcement services, since the contract would specifically affect his
own employing unit." (78 Ops.Cal. Atty.Gen., supra, at pp. 369-370.)

In 85 Ops.Cal.Atty.Gen 115 (2002). another Attorney General opinion discussing
the. noninterest exception of section 1091.5(a)9), the Attorney General was asked |
whether an individual could simultaneousty hold the position of city council member and
deputy county counsel. and. if so. could the city council enter into a contract with the
county to provide law enforcement services. The Attorney General opined that the
noninterest exception of section 1091.5(a)(9) applied as to the individual with dual
employment as the contract did not directly involve the individual's employing unit:

"Hence. a government emplovee who serves on the board of another

public agency is deemed not to be financially interested in a contract
between the agency and his or her emplover unless rhe contract
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directly involves the particular department in which he or she is
employed. [Citation.] 9] With respect to the deputy county counsel
in question, the provisions of subdivision (a)(9) of section 1091.5
would be applicable since the contract would not directly involve the
deputy'’s employving unir -~ the county counsel's office wirthin county
governmment. Thus, the council member's emplovment with the
county counsel's office may be characterized as a noninterest’ within

the meaning of section 1091.3." (85 Ops.Cal. Atty.Gen.. supra. atp.
119, 1talics added, fn. omutted.}

Because there was sufficient evidence presented at the preliminary hearing from
which "a reasonable person could harbor a strong suspicion" (Cooley, supra, 29 Cal 4th
at p. 231) that SDCERS voted to approve the MP2 because 1t was a prerequisite to the
City providing enhanced pension benefits, that agreement directly impacted not only all
City employees subject to the increased pension benefits. but also each employing unit of
petitioners. As in 78 Ops.Cal.Atty. Gen. 362, the financial benefits here were the same
for all members of a particular employing unit, and all City emplovees that were
members of the pension system. Thus, section 1091.5(a)(9) does not require that the
confract's impact must be personal or unique to the petitioners in order for it to be
"direct." Lach petitioner received the increase in pension benefits on/y because of their
employment with their particular departments. As for Saathoff, if it can be proven that
the enhanced pension benefit he received as union president was made contingent upon
the SDCERS board approving MP2, the impact to him was not enly direct, but personal
and unigque.

The purpose of section 1091.5(a)(9)'s exception to prohibited financial interests 1s
to allow government officials to participate in making contracts between two public

agencies. so long as there is no ability to self deal with the entiry that controls the
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official's salarv. 11, as in 85 Ops.Cal. Aty Gen. 1135, the contract at issue does not directly
affect the official’s department, there is no danger of self dealing. Here. however.
because evidence was presented from which “a reasonable person could harbor a strong
suspicion” (Cooley, supra. 29 Caldth at p. 251) that approval of increased pension
benefits was contingent on petitioners' approval of MP2. there was the opportunity to
engage in self dealing. as each petitioner knew that their respective employing units. and
themselves personally, would financialiy benefit from the transaction.

Because the enhanced pension benefits directly impacted each of petitioners'
departments or employing units, the salary exception to section 1091.5(a)(9) does not
apply.

C. Section 1091.5(a)3)

Petitioners assert that the "public services" exception contained in section

1091.5(a)3) applies and therefore their actions do not fall under section 1090. This

contention is unavailing.?
Section 1091.5(a)(3) provides:

"(a) An officer or employee shall not be deemed to be interested n a
contract if his or her interest is any of the following: [f]...[9] (3}
That of a recipient of public services generally provided by the

9 Petitioners raised this defense for the first time in their reply papers. The People
obiected and requested that we strike that portion of their reply brief. However. given the
importance of the issue, we permitted the People to file a supplemental briel addressing
this issue. Accordingly. as they have now been allowed to fully brief the issue. we deny
the People’s motion 1o strike. We grant the real party in interest's motion to take judicial
notice of the legislative hiStOl regarding the provisions of section 1091.53(a)3). (Cal.
Rules of Court. rule 8.232{a): Evid. Code, § 459
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public body or board of which he or she is a member, on the same
terms and conditions as if he or she were not a member of the body
or board." (Italics added.)

The only published decision to discuss this exception to section 1090 is Cine of
Fernon v, Central Basin Mun. Water Dist. (1999) 69 Cal. App.4th 508, wherein a member
of a municipal water district board. who was also an owner and officer of a private water
company, purchased reclaimed water from the district for his company. The Court of
Appeal held that the continuing sales of reclaimed water to the company constituted
"public services generally provided" within the meaning of section 1091.5, subdivision
(a)(3). In doing so, the Court of Appeal stated, "Plaintiff . . . contends that delivery of
reclaimed water does not constitute 'public services generally provided,' because the
reclaimed water is provided only to 23 wholesale purveyvors of reclaimed water, of which
[defendant] is one. Plaintiff argues that the phrase ‘public services generally provided'
must be construed to mean ‘services provided to the general public,' or to the 'public at
large.’” We disagree. Plaintiff is advocating that we rewrite the words of the statute.

" Public agencies provide many kinds of ‘public services' that only a limited portion of the
public needs or can use. This does not derogate from their characterization as ‘public
services' according to the ordinary meaning of those words. The fact that [the water
district] distributes reclaimed water through intermediaries does not negate the public
service nature of providing reclaimed water. There are 23 purveyors. all of whom are
charged the same set rate. This is sufficient to establish that the public services. delivery
of reclaimed water. are 'generally provided 'on the same terms and conditions as if [the

hoard member] were not a member of the board’. . .. [%] The parties cite no case

e
-



construing the ‘public services generally provided' language of section 1091.5,
subdivision (2)(3). But the trial court's conclusion is supported by an opinion of the
Attorney General. (80 Ops.Cal. Atty.Gen. 335 (1997).) There the Attorney General said
the "apparent intent of this provision is to exempt a board member's receipt of public
services that are given under "the same terms and conditions” to the other customers of
the public agency.' (Id at pp. 337-338.) The Attorney General opined the Legislature
contemplated 'the provision of services in accordance with previously adopted rate
schedules applicable to all customers.' (Id atp. 338.) This describes the }Sublic services
which [the water district] provided here, delivery of reclaimed water at a previously
adopted rate applicable to alf of [the water district's] customers of reclaimed water.”
(Ciry of Vernon v. Central Basin Mun. Water Dist., supra, 64 Cal.App.4th at pp. 314-315,
fn. omitted.)

In 81 Ops.Cal.Atty.Gen. 317, 320 (1998), the Attorney General also reviewed the
scope of the public services exception of section 1091.5, subdivision (¢)(3). stating: "We
have examined the legislative history of the 1961 amendment that added the ‘pu.blicl
services' exemption to section 1091.3, (Stats. 1961, ch. 381, § 2.) The scope of this
exemption is not identified therein. We have previously determined informally, however.
that ‘public services' would include public utilities such as water. gas. and electricity, and
the renting of hangar space in a municipal airport on a first come, first served basis. The
furnishing of such public services would not invoive the exercise of judgment or

discretion by public agency officials. Rather. the rates and charges for the services would
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he previously established and administered uniformly to ali members of the public.
[Citation.}"

The Attorneyv General concluded in 81 Ops.Cal Atty.Gen., supra, at page 320 that
a former city council member who participated in the planning. discussions and city
approval necessary to implement a city loan program for developing businesses within
the city was precluded from participating in the program. even after he left his position as
a city council member. In rejecting the claim that the former city council member's
action fell within the no financial interest exception for public services under section
1091.5(a)(3), the Attorney General stated: "Obtaining a government loan ipvolves more
complex considerations. The loan applicant must qualify, and the public official
approving the loan must exercise some degree of discretion and judgment. Whatever
may be of the 'public services' exemption of section 1091.5{(a)(3)]. it does not include the
extension of a business development loan, where the conditions of the loan would be
specific to the particular proposal in question.” (81 Ops.Cal. Aty Gen., supra, at p. 320.)

Based upon the foregoing authorities, we conclude that pension benefits are not
"pubiic.sewices” that are "generally provided” under section 1091.5(a)(3). "Public
services" are services provided by the agency to the public, such as water. gas and
electricity. (81 Ops.Cal.Arty.Gen., supra. at p. 320.) Here. pension benefits are part ofa
compensation package that is conferred only on City employees. as opposed to the
nublic. through a contract with the City.

Tn considering the City's request regarding contribution levels for the pension

svstem, in exchange for increased pension benefits. petiticners were also required to
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"exercise some degree of discretion and judgment." (81 Ops.Cal. Atty.Gen., supra. at p.
320.) Thus, petitioners' actions {all outside the scope of section 1091.5(a)(3} for this
reason as well.

3. Relevance of City Charrer Provisions Mandating Composz'r.ion of Board

Petitioners assert that because the City Charter mandated that City employees sit
on the SDCERS board. thev were required, despite their financial interest. {o consider
MP2 and the contingent increase in pension benefits. This contention 1s unavailing.

It 15 true as petitioners a.sséfL that in 2002, the City Charter, article IX, section 144
provided that that the composition of the SDCERS board consist of 13 members
consisting of three specifically designated ex officio positions for the City manager, the
City treasurer and the City auditor and comptrolier, one position designated to represent
fire safety members, one for police safety members, one position to represent retired City
emplovees, and three positions to be elected from the SDCERS active membership. The
other four board members were drawn from the community and appointed by the City
council.

Petitioners contend that because their presence on the board was mandated by the
City Charter, and their status as City employvees and members of SDCERS required that
they consider contracts i which 'they had a financial interest and therefore created a
conflict under section 109G, They contend thar this means either (1} the state m enacting
section 1090 voided or preempted article IX. section 144 of the City Charter: or (2 if
section 1090 did not void this City' Charter article. the legal doctrines of abrogation and

preemption preclude prosecution under section 1090.
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However, it was not the composition of the board that created an alleged section
1090 conflict. but petitioners' actions taken when faced with that alleged conflict. It was
their financial interest in increased pension benefits that were allegedly tied to therr
approval of MP2. It is true that petitioners were appointed to represent the interests of
Jabor unions or the City when they became board members. However, once they were on
the board, their fiduciary duty ran to all members of the pension system. As stated. anie.
it was not within the purview of the board's responsibilities to make decisions on
increases in pension benefits. That was exclusively the City's responsibility. (City
Charter, art. IX, § 141.) Their exclusive fiduciary duty was (o administer SDCERS in an
actuarially sound manner for the benefit of members and beneficiaries. If the People can
prove at trial that petitioners knew that an increase in pension benefits was contingent
upon their approval of MP2, which the People claim was an action that was not
actuarially sound. their actions allegedly conflicted with their duties as board members.

For example, in City of Sacramenio v. Public Employees Retirement System
(19913 229 Cal.App.3d 1470, the City of Sacramento asserted that the California Public
Employees' Retirement System (PERS) board's interpretation of a compensation statute
resulted in the city being forced to increase its emplover contribution, and thus conflicted
with the provision in the California Constitution, article XVI. section 17. subdivision (b}
providing that "[t}he members of the retirement board of a public pension or retirement
svstem shall discharge their duties with respect to the sysiem solely in the interest of. and
for the exclusive purposes of providing benefits to. participants and their beneficiaries.

minimizing emplover contributions thereto. and defraying reasonable expenses of
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administering the svstem." The Cowt of Appeal held that the "minimizing employer
contributions” language did not conflict with a pension board overriding fiduciary duty to
protect its members:

"The City argues that because PERS's interpretation will increase 1ts
costs, it viclates [California Constitution. article XVL] section 17,
subdivision (b). because it conflicts with the direction to 'minimize
emplover contributions.” We disagree. The City's argument is an
unfounded expansion of the emplover minimization provision which
ignores its context in the article as a whole. [§] To date. there has
been no judicial interpretation of the 'emplover minimization
provision, which became part of the California Constitution as a
result of a 1984 initiative amendment. . .. We agree with PERS that,
even assuming article XVI, section 17 creates a duty to minimize
emplover contributions, it cannot be construed (o require PERS ro
manage the retirement system in a way which would favor an
employer over tihe beneficiaries to whom it owes a fiduciary duty."
(City of Sacramento v. Public Employees Retirement System, supra,
229 Cal.App.3d at pp. 1493-1494, fins. omitted. italics added.)

Further, it was not necessary for petitioners to consider, negotiate or agree 1o
either the original contribution agreement proposed by the City, or the final version that
came to be known as MP2, while passage of that agreement was arguably a contingency
to the granting of increased pension benefits. When presented with this proposal from
the City, petitioners could investigate and seek legal guidance as to whether a conflict
existed. 10 That alone would not implicate section 1090, Obviously, a board {or board
member) must have sufficient information before it to enable it (o determine if a conflict

exists. "To act knowinghy' the official must be aware 'there is a reasonable likelihood

10 We note the California Supreme Court has recently held that advice of counsel 13
no defense to a section 1090 prosecution. (People v. Chacon, supra, 40 Cal.4th at p. 370
["reliance on advice of counsel as to the lawfulness of the conduct is irrelevant”].)
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that the contract may result in a personal financial benefit to him." [Citation.] An official
is not required to know that his conduct is unlawful.” (People v. Chacon, supra, 40

Cal 4th at p. 370.) If a conflict exists. board members must (1) refuse to consider the
proposed contract until the conflict is removed or (2) abstain from considering or voting
on the proposal if the conflict remains: and (3) they may not participate in the process
that leads to the making of the contract in which they have a financial interest. It was not
the composition of the board that created the alleged conflict. it was petitioners’ alleged
actions.

E. Petitioners' Fiduciary Duties

Petitioners contend that their prosecution under section 1090 criminalizes the
exercise of their fiduciary duties. We reject this contention.

In support of their position, petitioners rely on this court's decision in Band! v.
Board of Retirement (2006) 136 Cal. App.4th 140 and Board of Administration v. Wilson
(199752 Cal.App.4th 1109.

In Bandr v. Board of Retirement, we recently examined the actions of a county
hoard of retirement in providing benefits for retived county employees. This court
concluded that article XV, section 17, subdivision (b} of the California Constitution did

not prevent the county from amortizing the unfunded accrued actuarial Jiability (UAALJ
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in the pension trust fund over a 30-year period, thereby allowing "the [¢jounty to grant an
increase in benefits and to pay for the increased cost of the benefits over time as the
associated pension obligations become due.” (Bandr v. Board of Retirement, supra, 136
Cal.App.4th at pp. 158-139) In reaching this conclusion. we stated: "A decision that
increases UAAL is not necessarity bad for members. As the actuary's Tune 30, 2002
valuation makes clear. the primary cause of the increase in UAAL in the [retirement
association's] pension fund in 2002 was an increase in pension benefits valued at
approximately $1.1 biliion. Obviously. such beneﬁ? increases do not harm members, If
the [retirement association] were prohibited from increasing UAAL, such benefit
increases may not have been granted, since the [c]ounty might have determined that such
increases were unaffordable.” (Jd atp. 157, fn. omitted.)

In Board of Administration v. Wilson, the Legislature enacted legislation that
allowed the State of California to contribute to the PERS retirement fund 12 months in
arrears, as opposed to coniributing money in the year that employees’ services were
rendered. (Board of Administration v. Wilson, supra, 52 Cal.App.4th at pp. 1119-1121.)
The Court of Appeal held that this viclated state employees' right to an "actuarially sound

retirement svstem.” (Jd at pp. 1118, 1131.) However, the court contrasted the situation
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where in exchange for a detrimental contribution change, the pension system receives
comparable new advantages: "[The State] argues the trial court erred in ruling that
Senate Bill No. 1107 and Senate Bill No. 240 were defective in their failure to provide
comparable new advantages in exchange for the adverse effect of in-arrears financing.
We disagree. [4] "'To be sustained as reasonable, alterations of emplovees' pension
rights must bear some material relation to the theory of a pension system and its
successful operation, and changes in a pension plan which result in disadvaniage (o
emplaoyees should be accompanied by comparable new advantages. [Citations. ]
[Citation.] 'The saving of public emplover money s not an illicit purpose if changes in
the pension program are accompanied by comparable new advantages to the employee."
(Board of Administration v. Wilson, supra, at pp. 1144-11435, second italics added.)

From these decisions. petitioners conclude that it is not necessarily a breach of the
board's fiduciary duty, and therefore not a violation of section 1090, to grant contribution
relief, so long as it is accompanied by a comparable benefit improvement.

However. a violation of section 1090, under its broad terms "1s not imited to
instances of actual fraud, dishonestv, unfairness or loss to the governmental entity, and
criminal responsibility is assessed without regard to whether the contract in question is
fair or oppressive. [Citation.] Thus, it has been repeatedly held that such matters are
irrelevant under section 1090." (Honig, supra, 48 Cal.App.dth at p. 314.)

Accordingly, whether or not petitioners' actions in considering enhanced pension

benefits in exchange for decreased contributions constituted a breach of their fiduciary
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duty to members of the pension system 1s iij‘elé\-’azlt to the question of whether they may
be charged under section 1090.

Further. even petitioners admit that a pension board is not "entitled simply to
accept benefit improvements as part of a deliberate decision to undermine the actuarial
soundness of a fund.” As fiduciary counsel explained to the board prior to its July 11
meeting, "If [this argument] were governing. then each time [an] employer persuaded a
Board to reduce contributions. it could avoid challenges by increasing benefits. That
would not pass elementary actuarial requirements. Instead. as set out in the Municipal
Code, whenever benefits are increased they should be paid for in accordance with
standard actuarial practice, so normal cost is paid and past service costs [are]
amortized . . . ." As stated, ante. pension members are entitled by law to an actuarially
sound pension systen. and it was petitioners' fiduciary duty to ensure that result.

In this matter, evidence was presented at the preliminary hearing from which "a
reasonable person could harbor a strong suspicion of the defendant's guilt" (Cooley,
supra, 29 Cal.4th at p. 251) under section 1090 based upon their actions in considering.
discussing. negotiating and ultimately voting to approve MP2 because the increase in

pension benefits was, under the evidence presented. arguably conditioned on that

approval.
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DISPOSITION
The petition is denied. The parties shall bear their own costs in this proceeding.

CERTIFIED FOR PUBLICATION

NARES. Acting P. I.

WE CONCUR:

McDONALD, I.

IRION, 1.

61






CFFICE OF CIVIL DIVISION
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CITY QF SAN DIEGO TELEPHONE (619) 235-6220

FAX (619} 236-7215

MICHAEL J. AGUIRRE

CITY ATTORNEY

September 7, 2007

Honorable Jerry Sanders, Mayor
City of San Diego

202 C Street, 10™ Floor

San Diego, CA 92101

Dear Mavyor Sanders:

L.
BACKGROUND

On 14 November 2006 the U.S. Securities & Exchange Commission (SEC) issued a
cease and desist order finding that San Diego City officials violated the anti-fraud provisions of
the federal securities laws.! The SEC determined that San Diego City officials and employees
withheld information concerning hundreds of millions of dollars of pension and retiree health
debt from investors in the City’s bonds. The SEC made numerous findings regarding the
conduct of City officials:

® The SEC found that the City of San Diego faced a “financial crisis,” and in failing
to disclose critical facts about its pension and retirce health care debt violated “the
antifraud provisions of the federal securities laws in connection with the offer and
sale of over $260 million in municipal bonds in 2002 and 2003. At the time of
these offerings, City officials knew that the City faced severe difficulty funding
its future pension and health care obligations unless new revenues were obtained,
pension and health care benefits were reduced. or City services were cut.”
{emphasis added.)

® The SEC found the “City’s looming financial crisis resuited from (1) the City’s
intentional under-funding of its pension plan since fiscal year 1997; (2) the City’s

' 14 November 2006 SEC Cease and Desist Order p. 2 (“SEC Cease & Desist Order”). (Exhibit
1)

? SEC Cease and Desist Order p. 2, attached as Exhibit 1.
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granting of additional retroactive pension benefits since fiscal year 1980; (3) the
City’s use of the pension fund’s assets to pay for the additional pension and
retiree health care benefits since fiscal year 1980; and (4) the pension plan’s less
than anticipated earnings on its investments in fiscal vears 2001 through 2003 .7
{emphasis added.)

The SEC found City officials did not disclose the “gravity of the City’s financiat
problems” including that the “City’s unfunded liability to its pension plan was
expected to dramatically increase, growing from $284 million at the beginning of
fiscal year 2002 and $720 million at the beginning of fiscal year 2003 to an
estimated $2 billion at the beginning of fiscal year 2009. Also not disclosed was
the fact that the City’s “projected annual pension contribution would continue to
grow, from $51 million in 2002 to $248 million in 2009.”  Also not disclosed was
the fact that the “estimated present value of the City’s liability for retiree health
benefits was $1.1 bilijon.”

The SEC found that the City used the improper practice of applying “surplus
earnings—I.e., earnings above the actuarially projected 8% return rate -- to fund
an ever-increasing amount of additional benefits for San Diego City Employees’
Retirement System members.”

The SEC found that in “fiscal year 1996, the City agreed to increase significantly
and retroactively all employees’ pension benefits. The City, however, could not
afford to fund the cost of the benefit increases. The City, therefore, made the
pension benefit increases contingent on CERS’s agreement to the City’s under-
funding of its annual contribution to CERS.™ (emphasis added.)

The SEC found that in “March 2000, the City again retroactively increased
pension benefits. Specifically, the City and CERS settled a class action lawsuit
brought by CERS members, with Corbett as the named class plaintiff. Under the
Corbett settlement, the City retroactively gave increased pension benefits to both
current and retired City employees, increasing CERS’s liabilities.”’

4

SEC Cease and Desist Order p. 2. (Exhibit 1.}
SEC Cease and Desist Order pp. 2-3. (Exhibit 1.)
SEC Cease and Desist Order pp. 6-7. (Exhibit 1.)
SEC Cease and Desist Order p. 7. (Exhibit 1.}

SEC Cease and Desist Order pp. 7-8. (Exhibit 1.)
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® The SEC found that in “April 2002, the City received a warning that the City’s
pension and retiree health care liabilities would continue to grow and that the City
was not adequately planning to meet those Habilities.” The warning, according to
the SEC, came in the form of a report from “the City’s Blue Ribbon Committee to
the City Council.”

& The SEC found that in “fiscal year 2003, the City again increased its pension
liability by granting additional retroactive benefits, nsed additional CERS assets
to pay for additional pension and retiree health care benefits and an increased
portion of the employees’ contribution, and obtained additional time to underfund
its annual CERS contribution.””

® The SEC found that the City received two reports from CER’s actuary that
provided “the City with negative information regarding the present and projected
status of CER’s funded ratio and the City’s unfunded liability to CERS.”
According to the SEC, one report showed that the pension had “suffered an
actuarial foss of $364.8 million and that as of the end of fiscal year 2002, CER’s
funded ratio was 77.3% and the City’s unfunded liability to CERS was $720
million.”"® The second report, according to the SEC, showed that the “City’s
contribution rate was proiected to more than quadruple-9.83% of payroll in fiscal
year 2002§g351 million) to 35.27% of payroll in fiscal year 2009 ($248
miilion).”

® The SEC found the City’s financial adviser gave City officials “additional
mformation regarding the projected growth of its future pension iabilities and the
possible negative effect those liabilities would have on the City’s credit rating and
ability to issue municipal securities.” According to the SEC, in April 2003, the
financial adviser informed City officials that the “City’s unfunded Hability to
CERS would grow to $1.9 billion at the end of fiscal year 2009 and to $2.9 billion
at the end of fiscal year 2021, and CERS’s funded ratio would fall to 66.5% at the
end of fiscal year 2009 and would be 67% at the end of fiscal year 2021.7"%

¥ SEC Cease and Desist Order p. 9. (Exhibit 1.)
¥ SEC Cease and Desist Order p. 9. (Exhibit 1.)
' SEC Cease and Desist Order p. 10. (Exhibit 1.)
' SEC Cease and Desist Order p. 10. (Exhibit 1.)

"2 SEC Cease and Desist Order pp. 13-14. (Exhibit 1.)
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® The SEC found that the “City, through certain of its officials, knew that its
Disclosures were misleading. The Mayor and Council were responsible for
approving the issuance of the bonds and notes, including issuance of the
preliminary official staternents and official statements.”"

On 5 September 2003, SDCERS Trustee Diann Shipione sent an e-mail to SDCERS’
Administrator Lawrence Grissom warning that bond offering documents being used by the City
of San Diego to sell sewer bonds were inaccurate.”’ Ms. Shipione called special attention to the
statements made in the disclosure document that the SDCERS actuary had determined that the
funding method being used by the City in its pension plan was “an excellent method for the City
and it will be saperior to the PUC method.” In fact, the funding method was being used to hide
hundreds of mitlions of dollars of pension benefits that had been illegally created by City
officiais.

Ms. Shipione’s e-mail caused the City’s bond offering to be halted. On 27 January 2004
the City was required to disclose to its current bond investors hundreds of millions of dollars of
debt not properly disclosed by the City previously. These disclosures prompted the SEC
investigation mentioned above beginning in February 2004, Following the disclosures of the
pension and retiree health care debt, the City of San Diego essentially lost its credit rating and
has been unable to access the public securities markets.

With this record it is imperative that the City of San Diego restore reliable internal
controls in order to ensure that investors in City bonds receive information necessary to make
informed decisions relevant to San Diego City bonds. As indicated in the SEC cease and desist
order the City is required to increase revenues, decrease pension and retiree health care debt, or
cut city services. City officials know that revenues have not been materially increased nor have
debt or service levels been materially lowered. Morcover, there are several remedial actions
necessary, but not yet adopted, to place the city on a sound financial footing that would permit
the City to return to the public securities markets.

1t
REMEDIATION

1. Rescind MP-1 and MP-2 Benefits

As discussed in the SEC cease and desist order the City awarded retroactive benefits in
exchange for funding the pension fund below the required actuarial level. These benefits were
awarded for work already performed and without funding. These benefits constitute gifts of

" SEC Cease and Desist Order p. 17. (Exhibit 1.)

'* 5 September 2003 e-mail.from Diann Shipione, SDCERS Board Trustee, to Lawrence
Grissom, administrator with SDCERS. Subject: “Incorrect Pension Materials in Bond
Solicitation Circular.” (Exhibit 2.)
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public funds’, prohibited payments for work already performed, and were given in violation of
the liability limit laws. Under the State Constitution and City Charter the benefits are illegal and
must be rescinded.

2. Actual Value of Purchase Service Credits

City employees were permitied to buy purchase service credits but they were allowed to
do so at below the full value. Granting purchase service credits at prices below the value
received by the City emiployees constitutes a gift of public funds and violates the liability limit
law both of which are prohibited by the City Charter and State Constitution. The 17,000 years of
purchase services credits must be reduced to actual value.

3, Actual Value of DROP

City employees were permitted to enter into a deferred retirement option plan that
allowed them to receive a retirement distribution while still working and receiving their salary.
DROP was also supposed to be cost neuiral but in fact the program has been administered at a
cost to the City of several hundred miilion dollars. Granting DROP on its current terms is a gift
of public funds and a viclation of the liability imit law. The DROP program must be reduced to
a cost neutral level.

4, Purchase Service Credits 10 and 20 vear Vesting

The City Charter requires employees work for 10 years to vest in the City’s pension plan
and 20 years to retiree with additional benefits. The City Council adopted a provision that allows
city employees to purchase 5 years of purchase service credits to satisfy the 10 vear vesting, after
only working for 5 years. A practice has been adopted by the City pension system allowing
employees to buy years of purchase service credits fo satisfy the 20 year vesting provision that
allows for additional benefits. These programs violate the Charter and should be discontinued.

5. City Attorney Counsel for Pension System

The San Diego City Charter and Municipal Code §24.0910 provide that the City Attorney
appoints the attorney for the City’s pension system. The City Attorney has not been permitted to
name the pension system’s attorney. The City Attorney under the Charter and Municipal Code
should be reinstated as the attorney for the pension system.

a. Reform Management of Pension System

The management of the pension system must be reformed in order to restore the internal
controls of the City’s financial system. Recently, the City Attorney’s office discovered that the
internal Revenue Service in March 2007 determined that the City must immediately pay $100
million into the pension fund liability to replace funds used to pay for health benefits, This
information has not been disclosed in the City’s financial statements. Moreover, the trustees
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who were appointed are not dedicated to establishing reliable internal controls within the pension
system. Responsible trustees must be appointed before the City can represent to investors that it
has put in place proper internal controls.

7. Remove Surplus Farnings

The pension system uses a discredited and improper method known as “surplus earnings”
to distribute pension assets to pay for “contingent” benefits. Despite repeated efforts to repeal the
surplus earnings provisions from the Municipal Code a majority of the City Council, under
direction from the pension board administration, has failed to act. Again, this provision must be
removed from the Municipal Code and the practice stopped.

8. Misrepresentation in IRS 5300 Determination Letter

The pension system has applied for an IRS Determination Letter under the voluntary
compliance program that allows pension systems to correct prior misconduct and receive a
determination letter from the IRS that the system is operating within IRS rules. The City
Attorney has reviewed two letters from the pension system to the IRS dated 14 March and 20
March 2007. These letters fail to disclose pertinent information to the IRS. For example, in
regards to the former trustee who received an unfunded increase in his retirement benefit no
mention is made of the relationship between his increased benefit and his role in securing
approval of the City’s continued underfunding of the pension plan. Alse no mention is made of
the fact that funds were not withheld for a portion of his benefit to cover the costs of his
increased benefits. Again, the City, as plan sponsor must review the representations made by the
pension system representatives to ensure that there are no material misrepresentations.

9, Confirm DROP Purchase Service Credit Ended 2003

Two legal opinions have been sent to the pension system administrators confirming the
fact that DROP and Purchase Service Credit benefits were ended as of July 2003, The system
administrator has informed the City that the pension system does not recognize the end date for
these benefits as July 2005. The pension system is refusing to follow the clear language of the
Municipal Code. This issue must be resolved so that accurate information about the City’s
pension liabilities can be provided in our financial statements,

10, Reduce and fund pension deficit of 31 billion within 15 vear amortization

The City must take all reasonable steps to reduce the $1 billion pension deficit by
removing the benefits that were granted unlawfully. Court rulings have shown that the City must
act affirmatively to delete retroactive benefits, DROP benefits given at levels above actual costs,
and purchase of service credits granted above actual value. Removing these benefits will reduce
the pension deficit by hundreds of millions of dollars. As for the remaining debt it must be
amortized under our Charter within 15 years as directed by voters in 2004. The Mayor has
adopted the position of the pension board while ignoring the written advice letter provided by the
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City Attorney’s office. These steps must be taken if the City is to avoid a massive fax increase to
pay for these illegal benefits,

11. Reduce and Fund Retiree Health Care Deficit

In a series of agreements made without providing same year funding City officials have
created a $1.4 billion health care benefit deficit for retirees. This deficit must be reduced by
deleting the benefits conferred without proper funding e.g. indexing retiree health benefits to
federal actuarial increases. The deficit based upon legitimate health care benefits for retirees
must be paid and not simply pushed off to future generations.

12. Retain Citv Actuary

The City must retain an actuary in order to have an independent source of information to
make informed decisions about the pension debt crisis the City faces.

13, Continue Litigation to Remove [llesal Pension Benefits

City officials have a fiduciary duty to remove the illegal pension benefits and to take all
necessary and appropriate legal action related to avoiding the illegal portion of the pension debt.
Recent emails from City union leaders make if clear that a campaign has been and is underway to
pressure the City Attorney from dropping the pension cases aimed at removing iliegal pension
debt from the City’s books. Certain council members have appeared to join in that campaign.
"The Mayor and City Council must take all steps necessary to remove the illegal debt including
pursuing pension related litigation.

14. False or Misleading Statements About City Financial Condition

The Mayor'” and certain City Council members have made statements that could be
interpreted as false and misleading concerning the City’s financial condition. These statements
suggest that the City has resolved its financial problems. Unfortunately, based, in part, on last

" In August the Mayor told San Diego Magazine in a published interview that the City was “in
much better shape.” The Mayor stated: “We’ve got payment schedules worked out with this
five-year plan and the budget we just adopted for fixing most of the major financial issues.” The
Mayor also stated that “we’re actually paying in more than we’re required t0.” He then went on
to say with regard to the retiree health care that “no body even anticipated.” (Exhibit 3.) These
statements were false and misleading. There are no payment schedules “worked out.” The five
year plan assumes wage increases at rates below those given. The payments to the pension plan
are back-loaded for years after the Mayor’s term would expire. The City is required under law to
pay within a 15 year amortization schedule the Mayor is using a 20~year amortization which
means the City is paying less than required not more as he has represented. Finally, the retiree
health care deficit has been known for several years and, like the Mayor’s plan, pushed off to
future generations.
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year’s salary increases and also on the failure to take needed corrective action of decreasing
pension and retiree health debt the City is still in critical financial condition.

I1L
CONCLUSION

City officials destroyed the City’s credit rating by increasing pension and retiree health
care benefits without proper funding and in violation of local and state laws. The SEC issued a
cease and desist order finding these City officials engaged in securities fraud. The SEC identified
the massive debt facing the City and noted that the only way to solve the problem created was by
decreasing the debt, increasing the revenues, or cutting services.

Rather than do the work needed to get rid of the illegal debt and fund the remaining
obligations, the Mayor and certain members of the City Council have opted to continue the past
practices of relying on the pension system’s phony numbers and pushing the debt off to future
generations. The City must reverse course and make the hard choices needed to return the City to
financial health before it can re-enter the public financial markets.

All of'the points listed above must be dealt with by swift and decisive council action or
our great City will find itself even more at peril than it presently is,

Very truly vours,
MICHAEL J. AGUIRRE, City Attorney
MIA:meb
ce; Honorary Councilmembers
Congressman Bamney Frank, Chairman, House Financial Services Committee

Linda Chatman Thomsen, Securities and Exchange Commission
Kelly Bowers, Securities and Exchange Commission
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I

The Securities and Exchange Commission (“Commission™) deems it appropriate that
cease-and-~desist proceedings be, and hereby are, instituted pursuant to Section 8A of the
Securities Act of 1933 (“Securities Act™) and Section 21C of the Securities Exchange Act of
1934 (“Exchange Act™), against the City of San Diego, California (the “City" or “Respondent™).

II.

in anticipation of the institution of these proceedings, the City has submitted an Offer of
Settlement (“Offer”), which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalt of the Commission or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are
admitted, the City consents to the entry of this Order Instituting Cease-and-Desist Proceedings,
Making Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 8A of the
Securities Act of 1933 and Section 21C of the Securities Exchange Act of 1934 (“Order”™), as set
forth below.



TiL
On the basis of this Order and the City’s Offer, the Commission finds that:'

A SUMMARY

This matter involves the City of San Diego’s vioiations of the antifraud provisions of the
federal securities laws in connection with the offer and sale of over $260 million in municipal
bonds in 2002 and 2003. At the time of these offerings, City officials knew that the City faced
severe difficulty funding its future pension and health care obligations unless new revenues were
obtained, pension and health care benefits were reduced, or City services were cut. The City’s
looming financial crisis resulted from (1) the City’s intentional under-funding of its pension plan
since fiscal year 1997; (2) the City’s granting of additional retroactive pension benefits since fiscal
year 1980; (3) the City’s use of the pension fund’s assets to pay for the additional pension and
retiree health care benefits since fiscal year 1980; and (4) the pension plan’s less than anticipated
earnings on its investments in fiscal years 2001 through 2003.

Despite the magnifude of the probiems the City faced in funding its future pension and
retiree health care obligations, the City conducted five separate municipal bond offerings, raising
more than $260 million, without disclosing these problems to the investing public. In each of these
offerings, the City prepared disclosure documents that are used with municipal securities
offerings—that is, prefiminary official statements and official statements—and made presentations
to rating agencies.” In addition, in 2003 it prepared and filed information pursuant to continuing
disclosure agreements under Exchange Act Rule 15¢2-12 with respect to $2.29 billion in
outstanding City bonds and notes.” Although the City provided some disclosure about its pension
and retiree health care obligations, it did not reveal the gravity of the City’s financial problems,

inchuding that:

s The City’s unfunded fiability to its pension plan was expected to dramatically
increase, growing from $284 million at the beginning of fiscal year 2002 and $720

' The findings herein are made pursuant 1o the City’s offer of settlement and are not binding on
any other person or entity in this or any other proceeding,

* An official statement is a document prepared by an issuer of municipal bonds that discloses
material information regarding the issuer and the particular offering. A preliminary official
statement is a preliminary version of the official statement that is used to describe the proposed
new issue of municipal securities prior to the determination of the interest rate(s) and offering
price(s). The preliminary official statement may be used to gauge interest in an issue and is often
relied upon by potential purchasers in making their investment decisions.

* Continuing disclosures are disclosures of material information relating to prior years’ municipal
bond offerings that are periodically provided to the marketplace by the bonds’ issuer pursuant to
contractual agreements and Exchange Act Rule 15¢2-12.



million at the beginning of fiscal year 2003 to an estimated $2 billion at the
. beginning of fiscal year 2009;

s The City’s total under-funding of the pension plan was also expected to increase
dramatically, growing tenfold from $39.2 million in fiscal year 2002 to an
estimated $320 to $446 miilion in fiscal year 2009;

s The City’s projected annual pension contribution would continue to grow, from $51
milion in 2002 to $248 million in 2009, and

s The estimated present value of the City’s liability for retiree health benefits was
$1.1 billion.

The City’s enormous pension and retiree health labilities and fatlure to disclose those
liabilities placed the City in serious financial straits. When the City eventually disclosed its
pension and retiree health care issues in fiscal year 2004, the credit rating agencies fowered the
City’s credit rating. The City also has not obtained audited financial statements for fiscal years
2003, 2004, and 200S.

Consequently, the City violated Section 17(a) of the Securities Act, Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder, which prohibit the making of any untrue statement of
material fact or omitfing to state a material fact in the offer or sale of securities. *

B. THE RESPONDENT

City of San Diego, California is a California municipal corporation with all municipal
powers, functions, rights, privileges, and immunities authorized by the California Constitution and
laws, including the power to issue debt. The City is the seventh most populous city in the country,
with approximately 1.3 million residents.

C. RELATED PARTY

San Diego City Employees’ Retirement System (“CERS™) is a defined benefit plan®
established by the City to provide retirement, disability, death, and retiree benefits to its members,

* The Commission acknowledges that in the City’s offering documents for sewer revenue bonds
issued in 1995, 1997, and 1999 and sewer revenue bonds that were offered but not issued in 2003,
in its continuing disclosures, and in its communications with rating agencies, the City failed to
disclose that the City’s wastewater fee rate structure did not comply with certain federal and state
clean water laws, that the City was not in compliance with the terms of certain government grants
and loans, and that the City could have been required to repay those grants and lfoans due to such
non-compliance. The offerings in the 1990s, however, predate the offerings that are the subject of
this Order, and the City did not consummate the 2003 offering because issues arose regarding the
adequacy of its pension disclosure. In addition, in 2004, the City came into compliance with the
federal and state clean water laws and the grant and loan covenants by adopting a new fee rate
structure. The City thereby avoided having immediately to repay the government grants and loans.

* A defined benefit plan is a traditional pension plan under which pre-determined retirement
benefts are based on a formula established by factors such as age, years of service, and



i.e., City employees and their beneficiaries. CERS is administered by the CERS Board, which
during the relevant period included eight City employees, including the City Treasurer and the
Assistant City Auditor and Comptroller, one retiree, and three non-employee City citizens
appointed by the City Council as CERS Board members.

B. FACTS
1. Background
a. Structure of the City’s Government

Until January 2006, the City’s form of government was a city manager system.” Legislative
powers of the City were vested in the City Council (“Council™), which made policies and
appointed a professional city manager to carry out those policies. The Council was composed of
nine tull-time Council members who served for staggered four-year terms, Eight of the Council
members represented the City’s eight districts. The Mayor, who was elected at large, presided at
the meetings of the Council and served as the official head of the City for ceremonial purposes.
The Mayor and cach Council member had one vote; the Mayor had no veto power.

Prior to 2006, the City Manager (“Manager”™) was the City’s chief administrative officer
and had substantial control over local government decisions. The Manager, appointed by the
Mayor and Council, advised the Council of the City’s present and projected financial condition,
appointed and removed all city department heads (except the City Auditor and Comptroller (“City
Auditor”), City Attorney, and City Clerk), prepared the City’s budget, and carried out the
Council’s budget plan. During the relevant time period, the City’s general fund budget was less
than $900 million. The City Manager had several Deputy City Managers, cne of whom was in
charge of the Financing Services Department, which had responsibility for overseeing the City’s
issuance of municipal securities.

Prior to 2006, the City Auditor was also appointed by the Council, and was required to file
at least monthly with the City Manager and Council a summary statement of revenues and
expenses for the preceding accounting period.” The Auditor was the City’s chief financial officer
and was responsible for the preparation and issuance of the City’s Comprehensive Annual
Financial Reports, also referred to as CAFRs. The City’s Comprehensive Annual Financial
Reports included audited financial statements prepared pursuant to standards established by the

compensation, and in which the employer bears risk if the employer and employee contributions
and the investment return on those contributions are not sufficient to fund the pension benefits.

® In January 2006, the City transitioned from a City Manager / Council form of governmpent to a
strong Mayor form of government. Under the new system, the Mayor became the City's chief
executive officer and the City Manager’s position was eliminated. The Council continues to act
as the legislative body. City of San Diego City Charter, Article XV,

7 City of San Diego City Charter, Article V, Section 39.



Government Accounting Standards Board (“GASB”}® and various statistical, financial, and other
information about the City. Portions of the Comprehensive Anmual Financial Reports for the years
ended June 30, 2001, and June 30, 2002 were attached as appendix B to the preliminary official
statements and the official statements. The Comprehensive Annual Financial Reports for 2001 and
2002 were also filed as continuing disclosures,

The elected City Attorney served as the chief legal officer for the City. The City
Attorney’s office advised the Council, City Manager, and all City departments on legal matters,
inciuding disclosure in the City’s securities offerings. The City Attormey was responsible for
preparing all ordinances, resolutions, contracts, and other legal documents.

b. The City’s Pension Plan

The City provided a defined benefit pension plan and retiree health care benefits to its
employees through CERS. CERS functioned as a trust for the benefit of its members (1.e.,
approximately 18,500 current and former City employees and officials). The City was the
creator of the trust and determined its terms, including the members” required contributions and
the levels of benefits. CERS was administered by a Board of Administration, which controlled
the investment of CERS’s funds and which owed fiduciary duties to CERS members. CERS’s
assets consisted of past contributions by the City and CERS members and investment earnings
on those funds, CERS’s liabilities consisted of operating expenses and the future pension
benefits that were owed to members.

Each year, CERS hired an actuary to determine the value of the plan’s assets and liabilities
based on certain actuarial assumptions and the amount that needed to be contributed to the plan so
that the plan accumulated sufficient assets to pay pension (but not health care) benefits when due.’
Pursuant to the City Charter, the City was to contribute half of that amount, which was expressed
in terms of a percentage of payroll expenses, with the other half to be contributed by the
employees, which amount was determined as a percentage of compensation based on the
employee’s age upon entey into CERS.

At least three concepts were particularly important in the disclosure to the public of the
City’s pension obligations and funding of those obligations: (1) CERS’s funded ratio; (2) the

® GASB is the organization that establishes standards of state and local governmental accounting
and financial reporting.

* An actuarial valuation is a determination by an actuary, as of a specified date, of the normal
cost, actuarial accrued liability, actuarial value of the assets, and other relevant values for a
pension plan based on certain actuarial assumptions. The actuarial value of assets refers to the
value of cash, investments, and other property belonging to a pension plan as used by the actuary
for the purpose of preparing the actuarial valuation for the pension plan. The actuarial accrued
liabilities are what is owed in connection with past services, as determined by one of the
actuarial cost methods. Actuarial assumptions are estimates of future events with respect to
certain factors affecting pension costs, including rates of mortality, disability, employee
turnover, retirement, rates of investment income, and salary increases. Actuarial assumptions are
generally based on past experience, often modified for projected changes in conditions.



City’s unfunded liability to CERS; and (3) the City’s net pension obligation, also called the
NPO. CERS’s funded ratio was the ratio of its assets 1o Habilities. The City’s unfunded liability
to CERS was the dollar shortfall between CERS’s assets and liabilities. The City’s net pension
obligation was the cumuiative difference between what the City actually contributed to CERS
and the amount that the City would have contributed had it conformed to a funding method
recognized by GASB.

2. The City’s Pension and Retiree Health Care Benefits and Funding of
CERS

The City failed to disclose material information regarding substantial and growing
liabilities for its pension plan and retiree health care and its ability to pay those obligations in the
future in the disclosure documents for its 2002 and 2003 offerings, in its continuing disclosures
filed in 2003, and in its presentations to the rating agencies. As more fully described below, the
City’s substantial and growing pension and retiree health care liabilities resulted from several
factors, including: (1) the City’s intentional under-funding of its annual pension contribution; (2)
the City’s granting of new retroactive pension benefits; (3) the City’s use of certain CERS earnings
to pay for various additional pension and retiree health care benefits and to pay a portion of
employees’ pension contributions; and (4) CERS’s earning less than anticipated returns on its
investments.

a. The City’s Historical Practice of Using “Surplus
Earnings” to Fund Pension and Retiree Health Care
Benefits

In fiscal year 1980, the City began instructing CERS to use “surplus earnings™—i.e.,
carnings above the actuarially projected 8% retum rate'*—to fund an ever-increasing amount of
additional benefits for CERS members. Pension plans typically retain surplus earnings to support
the plan’s financiai soundness and to make up for years in which earnings fall short of the assumed
return rate. Rather than retaining its surplus earnings, the City began using surplus earnings in
fiscal year 1980 to fund an annual extra or “13" check” to retirees. The City continued using
surplus earnings to pay for retiree health care benefits in fiscal year 1982 and to pay an ever-
increasing amount of the employees” CERS contributions in fiscal vear 1998."

In total, the City used surplus earnings to pay pension benefits and employees’
contributions totaling $150 million as of the end of fiscal year 2001 and an additional $25 million
as of the end of fiscal year 2002. According to a 2005 CERS audit, the City’s use of surplus

" Without regard to its actual historical rate of return on investments, the CERS Board assumed
an annual rate of investment return of §%, which the actuary incorporated into his calculations.
CERS defined surplus earnings as the amount of realized investment earnings in excess of the
actuarially projected 8% return rate.

"In fiscal years 2003 and 2004, the City used CERS’s surplus earnings from prior years to pay
up to 27% of the employees” contributions.



earnings accounted for 17% of the increase in the City’s unfunded liability to CERS from fiscal
vear 1997 through fiscal year 2003.

b. Manager’s Proposal 1: The City Proposes Additional
Benefits in Exchange for Contribution Relief

In fiscal year 1996, the City agreed to increase significantly and retroactively all
employees’ pension benefits, The City, however, could not afford to fund the cost of the benefit
increases. The City therefore made the pension benefit increases contingent on CERS’s agreement
to the City's under-funding of its annual contribution to CERS.

In fiscal-year 1997, the City and CERS entered into an agreement, which was referred to
as Manager’s Proposai |, that set the City’s annual contribution at gradually increasing rates
through fiscal year 2608. This funding method, which the City termed “Corridor” funding, was
not recognized by GASE and set annual funding rates that were not actuarially determined and
were projected to be below GASB-recognized funding rates through fiscal year 2006. In other
words, under Corridor funding, the City would be intentionally under-funding its annual liability
to CERS in fiscal yvears 1997 through 2006, After fiscal year 2006, it was estimated that the
funding rate of Manager’s Proposal | would equal a GASB-accepted rate. Manager’s Proposal 1
also contained a provision intended to protect CERS’s financial soundness. Specifically, if
CERS’s funded ratio fell below 82.3%, the City would have to increase its CERS contribution
rate.

[n fiscal years 1996 and 1997, the City estimated that under Manager’s Proposal 1, by the
end of fiscal year 2008, the City’s net pension obligation would be $110.35 million. Because the
City’s Corridor funding method was not GASB-recognized, GASB required that the City
disclose its net penston obligation in its annual financial statements.

c. The Corbert Litigation Requires the City to Fund
Additional Retroactive Benefits

In March 2000, the City again retroactively increased pension benefits. Specifically, the
City and CERS settled a class action fawsuit brought by CERS members, with Corbet as the
named class plaintiff.” Under the Corbetr settlement, the City retroactively gave increased
pension benefits to both current and retired City employees, increasing CERS’s liabitities. Under

 Manager’s Proposal | was viewed skeptically by some members of the CERS Board who were
not City employees. The majority of the CERS Board, however, consisted of City officials who
received benefit increases that were contingent on the Board’s approval of Manager’s Proposal 1.
Moreover, CERS s actuary informed the CERS Board that Manager’s Proposai 1 was a sound
proposal and CERS’s fiduciary counsel opined that the Board would be acting within the ambit
of its fiduciary discretion in approving Manager’s Proposal 1.

" The Corbert plaintiffs raised various claims based on a 1997 California Supreme Court
decision which held that an employee’s salary for purposes of calculating basic pension benefits
included the value of overtime and accrued leave,



Manager’s Proposal 1, however, the City’s contributions to CERS did not increase. As a result, the
City’s unfunded iability to CERS increased by $1835 milfion.

In negotiating the Corbels settiement, however, the City purposefully structured certain of
the increased Corberr benefits to avoid having those benefits adversely affect CERS’s reported
funded ratio and the City’s reported unfunded liability to CERS. Specifically, the City structured
the Corbett settlement so that the increased benefits for retired CERS members were to be paid in a
given year only if there were sufficient surplus earnings from that year to pay the benefit. If there
were insufficient surplus earnings in a given year to pay the increased benefit, then the cost of the
increased benefit would become CERS’s Hability and would eventually be paid from future years’
surptus earnings. The City and CERS treated the increased benefits to retired CERS members as
contingent liabilities that were not taken into account in determining CERS’s funded ratio or the
City’s unfunded liability to CERS. As of June 30, 2001, according to CERS’s actuary, if the
contingent portion of the Corberr settlement had been included in CERS’s valuation, the City’s
unfunded liability to CERS would have increased by $70 to $76 million and CERS’s funded ratio
would have decreased by 2% to 2 Y2 % from what was actually reported by the City. Thus, the
City’s pension situation was even more dire than the numbers, as they were reported by the City,
indicated.

d. CERS’s Actuary Report for Fiscal Year 2001 Shows a
Dramatic Increase in the City’s Pension Liabilities

In fiscal year 2001, CERS’s investment return began to fall short of its anticipated 8%
annual return, The City was informed of CERS’s declining performance in February 2002, when it
received CERS’s annual actuarial valuation for fiscal year 2001. This report stated that as of the
end of fiscal year 2001, CERS’s funded ratio was 89.9% and the City’s unfunded liability to CERS
was $284 miliion, as compared to a funded ratic of 97.3% and an unfunded liability of $69 miliion
only one year earlier. Moreover, the report noted that if the Corbeit contingent benefit to CERS
retired members were included, the City’s unfunded liability to CERS would have increased to at
least $354 million and CERS’s funded ratio would have fallen to at least 87.9%.

CERS’s actuary attributed these changes to a mumber of factors, including CERS’s
actuarial investment losses' of $95.6 million (and warned that there would be further actuarial
mnvestment losses in fiscal year 2002 unless the markets improved during the remaining five
months of the fiscal year). In his report, CERS’s actuary also warned that “all parties” should be
“acutely aware that the current practice of paying less than the [actuarial} computed rate of
contribution ... will help foster an environment of additional declines in the funded ratio in
absence of healthy investment returns.”

in May 2002, the City learned that CERS would likely not have any surplus earnings from
fiscal year 2002 to pay for the contingent benefits—specifically, retiree health care benefits, the
13 check, and the Corberr increase 1o retirees.

" Actuarial investment losses are the difference between the assumed investment rate, which in
the City’s case was 8% annually, and the actual investment results.



e. The Blue Ribbon Committee Repert Puts the City on
Notice about its Growing Pension and Retiree Health
Care Liabilities

In April 2002, the City received a warning that the City’s pension and retiree health care
liabilities would continue to grow and that the City was not adequately planning to meet those
liabilities. This came in the form of a report from the City’s Blue Ribbon Committee to the City
Council.” The report stated that the Biue Ribbon Commitiee had three principal concerns
regarding CERS. First, the City was granting retroactive retirement benefit increases but pushing
the cost of those benefit increases into the future, long afier the individuals involved in the
decisions were gone. Second, the City’s budgetary process did not adequately comprehend the
steadily growing annual expense of the pension contribution, “particularly given the uncontroliabie
and non-discretionary nature of this liability.” The Committee stated that the City’s pension
contribution would substantially increase and warned that any future benefit increases, particularly
retroactive increases, would “significantly exacerbate this problem.” Third, the City’s budgetary
process did not recognize that retiree health care costs were a non-discretionary expense that would
grow at an increasing rate and that the City was not paying out of its current year’s budget the full
cost for their future retiree health benefits. This report thus squarely put the City on notice that it
had substantial future pension and healthcare liabilities it would probably be unable to pay under
the current system.

f. Manager’s Proposal 2: The City Again Proposes
Additional Pension Benefiis in Exchange for
Retief from an Impending Lump Sum Payment

In fiscal year 2003, the City again increased its pension lability by granting additional
retroactive benefits, used additional CERS assets to pay for additional pension and retiree health
care benefits and an increased portion of the employvees’ contribution, and obtained additional time
to under-fund its annual CERS contribution,

In the second half of fiscal year 2002, the City agreed to increase pension benefits for fiscal
year 2003. From as early as October 2001, however, the City was concerned that CERS’s funded
ratio would fall below the 82.3% floor established by Manager’s Proposal |, which would require
the City, at the very least, to increase its contributions to CERS by af least $25 million to be at a
higher GASB-accepted rate.

Concerned about having to pay the additional $25 miilion, the City sought to condition the
pension benefit increases on the City’s obtaining from CERS relief from the {loor of Manager’s
Proposal 1. In November 2002, the City and CERS agreed to Manager’s Proposal 2 and the City

 In April 2001, the Mayor had appointed a nine-member committee of Sen Diego citizens,
known as the Mayor’s Blue Ribbon Committee on City Finances, to independently evaiuate the
City’s fiscal health and make any appropriate recommendations. In February 2002, the Blue
Ribbon Committee presented its report to the Council’s Rules Commitiee, identifying nine areas
of concern, two of which related to the City’s pension fund. The same report was made to the
full Council in April 2002,



adopted the increased pension benefits as of July 2002. Under Manager’s Proposal 2, once
CERS’s funded ratio fell below 82.3%, the City would have five years to increase its contributions
to CERS to reach a GASB-recognized funding rate.

As aresult of CERS’s actuarial losses in fiscal year 2002, CERS did not have surplus
earnings to pay the 13™ check, the cost of retiree health care, and the Corbers benefit increase to
retired CERS members. In conjunction with Manager’s Proposal 2, however, the City directed
CERS to use certain of its reserve accounts to pay the 13" check and the retiree health care
benefits, and to pay an increased portion of certain City emplovees’ CERS contributions. The
reserve funds could have been used to increase CERS’s funded ratio and decrease the City’s
unfunded liability to CERS; instead, the City directed that CERS use the reserve funds to pay
additional benefits.

g. CERS’s Actuary Report for Fiscal Year
20462 and Projections for the Future Show
that the City Faces Substantial Problems
Funding its Pension and Retiree Health
Care Liabilities

Inearly 2003, the City received two reports from CERS’s actuary. These reports provided
the City with negative information regarding the present and projected status of CERS’s funded
ratio and the City’s unfunded liability to CERS. First, in January 2003, the City received CERS's
actuary report for fiscal year 2002. This report stated that during fiscal year 2002, CERS suffered
an actuarial loss of $364.8 million and that as of the end of fiscal vear 2002, CERS’s funded ratio
was 77.3% and the City’s unfunded liability to CERS was $720 million, as compared to a funded
ratio of 89.9% and unfunded liability of $284 million only one year earlier. The actuary’s repott
turther stated that if the Corbert contingent benefit to CERS retired members had been included,
the City’s unfunded liability to CERS would have been at least $790 million, and CERS’s funded
ratio would have been approximately 75.3%. In the concluding comment, the actuary stated that
CERS was “in adequate condition,” which was the first time that the actuary had not described
CERS as “actuarially sound.”

Second, in February 2003, CERS’s actuary provided to the City projections of the City’s
contributions under Manager’s Proposal 2, the City’s net pension obligation, the City’s unfunded
fiability to CERS, and CERS’s unfunded ratio. Specifically, the City’s contribution rate was
projected to more than quadruple—from 9.83% of payroll in fiscal year 2002 ($51 million) to
35.27% of payroll in fiscal vear 2009 ($248 millien). The following chart illustrates the growth in
the City’s projected annual contribution to CERS:
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The City’s net pension obligation was projected to grow by tenfold—from $39.23 million
in fiscal year 2002 to as much as $446 miliion in fiscal year 2009. The following chart illustrates
the growth in the City’s projected net pension obligation:
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The City’s unfunded liability was projected to increase more than seven fold—1from $284
milfion at the beginning of fiscal year 2002 to $2 billion at the beginning of fiscal year 2009,
CERS’s funded ratio was projected to continue to fall-——from 77.3% at the beginning of fiscal year
2003 to 65.6% at the beginning of fiscal year 2009. The following chart illustrates this dramatic
increase in the City’s projected unfunded Hability to CERS:
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The City had knowledge of these projecti'ons prior to all of its 2003 municipal securities
offerings.

h. The Gleason Litigation: CERS
Members Chailenge Manager’s Proposai 1 and
Manager’s Proposal 2

Further evidence that the City’s under-funding of CERS was potentially threatening the
City’s future fiscal health came in January 2003, when CERS members filed a class action, with
Gleason as the named class plaintiff, against the City and CERS alieging breaches in connection
with the City’s under-funding of CERS under Manager’s Proposal I and Manager’s Proposal 2.
Ameng other things, the Gleason complaint alleged that by 2009, the City would owe
approximately $2.8 biliion to CERS, with an annual City budget expense of more than $250
million. In March 2003, the CERS attorney in the Gleason litigation advised CERS that (1) certain
CERS Board members had breached their fiduciary duty by adopting Manager’s Proposal 2; and
(2) CERS should exercise its right to nullify Manager’s Proposal 2. The CERS Board, which
included the City Treasurer and the Assistant City Auditor and Comptroller, rejected this advice.
I Manager’s Proposal 2 had been nullified, the City would have been required to make an
immediate potential payment to CERS of up to $159 million.



i CERS’s Response to the Blue Ribbon Committee Report
Advises the City’s Officials of the Growing Pension
and Retiree Health Care Crisis.

in February 2003, additional detailed information about the City’s pension funding crisis
was presented to City officials when CERS responded to the Blue Ribbon Committee’s report.”® In
its response, CERS advised the City that as of June 30, 2002, CERS’s funded ratio had fallen to
77.3% and the City’s unfunded liability to CERS had increased to $720 million. The response aiso
stated that the falling funded ratio and the increasing unfunded liabikity resulted from three factorsy
a dramatic decline in CERS’s investment performance in fiscal years 2001 and 2002; the City’s
granting of increased benefits; and the City’s contributions to CERS af less than a GASB-
recognized rate.

With respect to the City’s under-funding, the response stated that the annual amount of the
City’s under-funding of CERS continued to increase in fiscal years 2002 and 2003, which was
contrary to the initial projections from Manager’s Proposal 1 that the annual amount of under-
funding would decline beginning in fiscal year 2001. The response further stated that the City’s
net pension obligation would reach $102 million by the end of fiscal year 2003 and $423 million
by the end of fiscal vear 2009,

The response also discussed the City’s future Hability for retiree health care. CERS’s
actuary had estimated that the present value of the City’s liability for future retiree health care was
in excess of $1.1 billion. The response further stated that the City was not making any
contributions to CERS 1w pay for this fiability, that CERS had been paying for this liability with
money in a reserve funded with CERS’s surplus earnings from prior years, that the reserve would
be depleted in fiscal year 20006, and that in fiscal year 2006, the City would have to pay an
estimated $15 million for retiree health care. The response warned that absent a change in the
benefit and a dramatic decrease in future health care costs, the City could be facing significant
future funding obligations. The response recommended that the City consider funding this future
health care liability as part of its annual contribution to CERS.

i The City’s Study of Its Pension Obligations Concludes
that the City’s Pension Liabilities Could Negatively
Impact the City’s Credit Rating

In April 2003, the City received additional information regarding the projected growth of
its future pension liabilities and the possible negative effect those liabilities would have on the
City’s credit rating and ability to issue municipal securities. n February 2003, the City hired a
financial adviser to analyze CERS’s funding and to develop potential solutions. On April 16,

** From February 9 through {3, 2003, the local newspaper wrote three front page, above-the-fold
articles about the City’s under-funded pension system and the CERS response. The newspaper
articles explained that (1} by the end of FY 2009 the City’s unfunded liability to CERS was
projected to increase to almost $2 biflion; and (2) the City’s unfunded liability for retiree health
care was estimated to be $1.1 billion.



2003, the financial adviser provided to the City a preliminary pension analysis. In its analysis, the
financial adviser stated that because of the City’s under-funding, the City’s unfunded liability
would continue to grow and CERS’s funded ratio would continue to fall through fiscal year 2021
regardless of actuarial gains or losses. The financial adviser estimated that under Manager’s
Proposal 2, the City’s unfunded Hability to CERS would grow to $1.9 billion at the end of fiscal
year 2009 and to $2.9 billion at the end of fiscal year 2021, and CERS’s funded ratio would fall to
66.5% at the end of fiscal year 2009 and would be 67% at the end of fiscal year 2021.

The preliminary pension analysis also stated that the City’s large unfunded liability to
CERS would cause the City’s contribution to CERS to increase dramaticaily. The analysis
estimated that the City’s contribution rate to CERS would more than double—from 18.87% of
payroll (or $107.5 million) in fiscal year 2004 to 40.9% of payroll (5286.9 million) in fiscal year
2009.

The preliminaty pension analysis also discussed the effect that the City’s unfunded liability
would have on the City’s credit rating. The financial adviser stated that the City’s current
unfunded liability would not only trigger an adverse credit event but that the rating agencies would
expect the City 1o develop a plan to reduce its unfunded liability by increasing its annual
contributions and/or funding the unfunded liability by issuing bonds. The fmancial adviser further
stated that if the City did not develop and implement such a plan, the City’s unfunded liability
could cause the City “significant credit and legal challenges.” The City’s disclosures in 2003
failed to inform investors of the financial adviser’s analysis.

3. The Offerings, Continuing Disclosures, and Rating Agency
Presentations

a, The Bond Offerings and the City’s Preparation of the
Offerings’ Disclosure Docaments

During 2002 and 2003, the City conducted the following five municipal securities offerings
totaling $261,830,000 in par value:

s $25,070,000 Public Facilities Financing Authority of the City of San Diego Lease
Revenue Bonds, Series 2002B (Fire and Safety Project ) (June 2002)

e $93,200,600 City of San Diego, 2002-03 Tax Anticipation Notes Series A (July
2002)

e $£13.255,000 City of San Diego/Metropolitan Transit Development Board Authority
2003 Lease Revenue Refunding Bonds (San Diego Old Town Light Rail Transit
Extension Refunding (April 2003)

e $17,425,000 City of San Diego 2003 Certificates of Participation (1993 Balboa
Park/Mission Bay Park Refunding) (May 2003)

¢ $110,900,000 City of San Diego 2003-04 Tax Anticipation Notes Series A (July
2003)

A transactional financing team prepared the offering documents, that is, the preliminary
official statement and the official statement, for each of the five municipal bond offerings. The



financing team consisted of outside consultants and officials from the City Manager’s office
(financing services division), Auditor and Comptrolier’s office, and the City Attorney’s office.
The outside consultants included, among others, bond counsel, disclosure counsel, and
underwriters. The preliminary official statement and the official statement for each of the five
offerings consisted of a description of the offering, a general description of the City, including
financial, cconomic, statistical, and other information in appendix A, and audited annual financial
statements from the City’s Comprehensive Annual Financial Reports in appendix B. Information
regarding its pension and retiree health care obligations was provided in both appendices A and B.

The outside consultants took the lead in drafting the description of the bond offerings. City
officials in the financing services division were responsible for drafting appendix A. The financing
services division updated Appendix A on an ongoing basis and at the time of a bond offering,
forwarded the latest version of Appendix A to the entire financing team. The team met several
times to review, comment on, and ultimately finalize the preliminary official statements and
official statements at “page-turner meetings.” Appendix B was prepared by the Auditor’s office
and the City’s outside auditor. The Council approved all of the 2002 and 2003 offerings at open
session meetings.

b. The Continuing Disclosures

During the relevant period, the City also filed annual continuing disclosures relating to ifs
$2.29 billion in outstanding bonds for the purpose of updating investors on the state of the City’s
finances,'" City officials in the financing services division coordinated, reviewed, and filed the
2002 and 2003 continuing disclosures. Almost all of these continuing disclosures included
appendix A and portions of the City’s Comprehensive Annual Financial Reports. The financing
services division was responsible for ensuring that the most updated and accurate version of
appendix A was attached to the continuing disclosures before they were filed.

¢ The 2003 Rating Agency Presehtations

The City made presentations to the rating agencies on a vearly basis, both in connection
with specific bond offerings and to update the rating agencies on the City’s general credit. The
presentations were made orally with PowerPoints in meetings with representatives from Fitch
Ratings, Moody’s Investors Service, and Standard and Poor’s. In 2003, the rating agencies
specifically asked the City to address the pension plan as part of its annual presentations. These
presentations were important because they directly affected the City’s bond ratings, The 2003

" An underwriter of municipal securities covered by Exchange Act Rule 15¢2-12 may not
purchase or sell municipal securities in connection with an offering unless the issuer has
undertaken in a written agreement or contract for the benefit of the bondholders to provide its
audited annual financial statements and certain other annual financial and operating information,
to nationally recognized municipal securities information repositories and state information
depositories designated by the Commission and to provide notices of certain material events and
notices of any failures to file on the nationally recognized municipal securities information
repositories or the Municipal Securities Rulemaking Board and state information depositories.



PowerPoint presentations were prepared and presented by officials from the City Manager’s office,
including the financing services division, and the City Auditor and Comptroller’s office. The
financing services division drafted the pension portion of the 2003 PowerPoint presentation.
Officials from the City Auditor’s office made the oral presentation on the pension plan and fielded
numerous questions on that topic from the rating agencies.

4, The False and Misleading Disclosures

In the preliminary official statement and the official statements for the 2002 and 2003
offerings, the 2003 presentations to the rating agencies, and the 2003 continuing disclosures, the
City made substantial disclosures regarding (1) the City’s policies for funding CERS; and (2) the
status of CERS’s funding and the City’s lability to CERS. Additionally, in the prefiminary official
statements, the official statements, and continuing disclosures, the City made certain
representations regarding its retirec health care obligations. The disclosures (collectively
“Disclosures™), however, were misleading because the City failed to include material information
regarding the City’s current funding of its pension and retiree health care obligations, the City’s
future pension and retiree heaith care obligations, and the City’s ability to pay those future
obligations.

First, with respect to the pension issues, the City failed in the Disclosures to reveal several
material facts, including that (1) the City was intentionally under-funding its pension obligations so
that it could increase pension benefits but push off the costs associated with those increases into the
future; (2) because of the City’s under-funding of its pension plan, its net pension obligation was
expected to continue to grow at an increasing rate, reaching from $320 million to $446 miilion by
the end of {iscal year 2009; (3) the City’s unfunded liability was expected to continue to grow at a
substantial rate, reaching approximately $2 billion by fiscal year 2009; (4) this growth in the City’s
unfunded liability resulted from the City’s intentional under-funding of its pension plan, the City’s
granting of new refroactive pension benefits, the City’s use of pension plan earnings to pay
additional benefits, and the pension plan’s less than anticipated investment return; {5) the City’s
annual pension contribution was expected to more than guadruple by fiscal year 2009; and (6) the
City would have difficulty funding its future annual pension contributions unless it obtained new
revenues, reduced pension benefits, or reduced City services. Moreover, the City falsely disclosed
in Appendix B to its preliminary official statements and its official statements that its net pension
obligation was funded in a reserve,

Additionally, with respect to retiree health care benefits, the City failed to disclose in its
preliminary official statements, official statements, and continuing disclosures that'® {1} the
estimated present value of its fiability for retiree health care was $1.1 billion; (2) the City had been
covering the annual cost for retiree health care with pension plan earnings from prior years that
were expected to be depleted in fiscal year 2006; (3) after fiscal year 2006, the City would have to
pay for the retiree health care benefits from its own budget at an estimated annual cost of §13
million; and {4) the City had not planned for paying such additional costs.

‘% The issue of retiree health care was not addressed in the rating agency presentations.



3. The City’s Knowledge of the Misleading Disclosures

The City, through certain of its officials, knew that its Disclosures were misleading. The
Mayor and Council were responsible for approving the issuance of the bonds and notes, including
issuance of the preliminary official statements and official statements. The Mayor and Council
delegated final approval of the official statements to the City Manager. The City Manager’s office
was responsible for the preparation of the preliminary official statements and the official
statements, including appendix A, The City Auditor’s office was responsible for the preparation of
appendix B to the preliminary official statements and official statements, Through their designees
on the CERS Board, among other things, both the City Manager’s and the City Auditor’s offices
had knowiedge about the City’s use of CERS’s surplus earnings, Manager’s Proposals | and 2,

"CERS’s actuary reports for fiscal years 2001 and 2002, and CERS’s response to the Blue Ribbon

Committee Report. Also, several representatives of the City Manager’s office, City Attorney’s
office, and Auditor and Comptroller’s office attended relevant closed session meetings of the
Council where Manager’s Proposals | and 2 and the Corberr and Gleason litigations were
discussed. Moreover, the Blue Ribbon Committee Report and CERS’s response to the Blue
Ribbon Committee Report were both presented to a committee of the Council at which officials
from the City Manager’s and Auditor and Comptrolier’s office were present. Finally, the offices of
the City Manager and the City Auditor were responsible for the City’s study of its pension
obligations that occurred in early 2003. Through their participation and involvement in the above-
referenced matters, certain city officials knew or were reckless in not knowing that the Disclosares
were false and misleading.

Specifically, by early 2002, the City, through its officials, knew, among other things, that
(1) CERS’s funded ratio would likely fali below the 82.3% floor set by Manager’s Proposal 1; (2)
the City was proposing Manager’s Proposal 2 to avoid the effects of CERS’s falling below the
floor; (3) Manager’s Proposal 2 allowed the City more time to under-fund CERS; and (4) the Blue
Ribbon Committee had raised concerns about the City’s under-funding of CERS and the future
retiree health care hability. By early 2003, the City, through its officials, knew, among other
things, that (1} the City’s projected total contributions to CERS would grow from $77 miltion in
fiscal year 2004 to $248 million in fiscal year 2009; (2) CERS had fallen below the 82.3% floor of
Manager’s Proposal [; (3) the City and CERS had adopted Manager’s Proposal 2 to allow the City
more time to under-fund CERS; and {4) CERS was using reserved surplus earnings (o pay certain
benefits and to pay an increased portion of the employees’ CERS contribution.

6. Materiality and the City’s Voluntary Disclosure

The misleading Disclosures were material in view of the City’s overall financial health.
The Disclosures were also material given the magnitude of the City’s projected annual CERS
payments in the future and the potential consequences of those liabilities to the City, including
inability to make the payments without reduction in other services.

The nature and level of under-funding brought into question the City’s ability to fund the
pension and health care benefits in the future as well as its ability to repay the bonds and notes.
Under such a scenario, the City could be forced to choose between paying pension contributions,
paying what the City owes on its bonds and notes, reducing services, and/or raising fees and taxes,
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The materiality of the misleading Disclosures was demonstrated by the impact on the
City’s bond ratings when it finally disclosed key facts about the pension plan on January 27, 2004
in a voluntary report of information, after a non-employee CERS Board member raised concerns
about the City’s disclosure. The voluntary report provided information regarding (1) CERS’s
current and estimated future funded status; (2) the City’s current and estimated future Habilities to
CERS; (3) the reasons for the substantial decrease in CERS’s funded ratio and increase in the
City’s liability to CERS; (4) the City’s previous use of CERS funds to pay for retiree health care
and the City’s estimated future liabilities for retiree health care; and (5) the City’s anticipated
difficulty funding its increasing CERS contribution without new City revenues, a reduction in
pension benefits, a reduction in City services, or other actions. Shortly after the disclosures in the
voluntary report, the rating agencies lowered their ratings on the City’s bonds and notes.

E. Legal Discussion

1. The Securities Act and Exchange Act Antifraud Provisions

State and local governments are exempt from the registration and reporting provisions of
the Securities Act and the Exchange Act. Similarly, the Commission’s authority to establish rules
for accounting and financial reporting under Section 19 of the Securities Act and Section 13(b) of
the Exchange Act does not extend to municipal securities issuers. The City and other municipal
securities issuers, however, are subject to the antifraud provisions of Section 17(a) of the Securities
Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. In addition, the
Commissicn has promulgated a broker-dealer rule, Exchange Act Rule 15¢2-12, which in general
limits market access for certain municipal securities issues to those offerings in which the issuer
agrees to file annual financial disclosures of specified financial and operating information as well
as notices of certain events, if material, and notices of any failures to file with repositories
designated by the Comimission. The antifraud rules apply to such disclosure and to any other
statements made to the market.

Section 17(a) of the Securities Act prohibits misrepresentations or omissions of material
facts in the offer or sale of securities. Section 10(b) of the Exchange Act and Rule 10b-53
thereunder prohibit misrepresentations or omissions of material fact in connection with the
purchase or sale of any security. These provisions prohibit the making of any untrue statement of
material fact or omitting to state a material fact in the offer, purchase, or sale of securities. A fact
is material if there is a substantial likelihood that its disclosure wouid be considered significant by
a reasonable investor. Basic Inc. v, Levinson, 485 U.S. 224, 231-32 (1987); TSC Industries, Inc. v.
Northway, Inc., 426 U.S. 438, 449 (1976).

Section 17{a)(1) of the Securities Act, Section 10(b) of the Exchange Act, and Rule 10b-5
require a showing that defendants acted with scienter. Aaron v, SEC, 446 U.S. 680, 701-02
(1980}, Scienter is “a mental state embracing intent to deceive, manipulate or defraud.” Ernst &
Ernst v, Hochfelder, 425 U.S. 185, 193 n.12 (1976). 1n the Ninth Circuit, recklessness satisfies
the scienter requirement. Hollinger v. Titan Capital Corp,, 914 F.2d 1564, 1569 (9th Cir. 1990)
(en banc). Recklessness is “an extreme departure from the standards of ordinary care, and which
presents a danger of misleading [investors] that is either known to the defendant or is so obvious




that the actor must have been aware of it.” 1d., 914 F.2d at 1369. Scienter, however, need not be
shown o establish a violation of Section 17(a)(2) or (3). Aaron v, SEC, 446 U.S. 680, 657
(1980). Violations of these sections may be established by showing negligence. SEC v. Hughes
Capital Corp.. 124 F.3d 449, 453-54 (3d Cir. 1997); SEC v, Steadman, 967 F.2d 636, 643 n. 3
(D.C. Cir. 1992).

2. The City’s Violations of the Antifrand Provisions of the Securities Act
and the Exchange Act

The City’s public disclosures in the preliminary official statements and official statements
for its 2002 and 2003 offerings, its 2003 continuing disclosures, and presentations to the rating
agencies failed fo disclose material information regarding the City’s current funding of its pension
and retiree health care obligations, the City’s future pension and retiree health care obligations, and
the City’s ability to pay those future obligations. The omission of this information caused the
information that was disclosed to be misieading.

This information was material to investors. The magnitude of the City’s unfunded
liabilities was enormous. For example, the City knew that by 2609 the unfunded liability would
reach $1.9 billion and its actuarially required contribution would be approximately $240 million
compared to $51 million in FY 2002. The City’s under-funding of CERS and unfunded liabilities
to CERS and for retiree health care were projected to continue to grow at an increasing rate. The
increase in the City’s under-funding and unfunded habilities resuited, in part, from the City’s
decisions to increase pension and retiree health care benefits but push the costs of those increases
into the future, to use CERS’s prior earnings to cover additional benefits, and to pay a portion of
the employees’ contribution to CERS. All of this information raised a question whether the City
could pay for these pension and retiree health care obligations and repay the bonds and notes
issued by and on behalf of the City.

The City, through its officials, acted with scienter.”” City officials who participated in
drafling the misleading disclosure were well aware of the City’s pension and retiree health care
issues and the magnitude of the City"s future liabilities. Moreover, even though the City officials
knew that the City’s pension issues were of concern to the rating agencies, they failed to disclose
material information regarding the City’s pension and retiree health care issues. In light of the
City’s officials’ detailed knowledge of the magnitude of the City’s pension and retiree health care
liabilities and of the rating agencies’ interest in those liabilities, the City officials acted recklessly
in failing to disclose material information regarding those liabilities.

F. REMEDIAL EFFORTS AND UNDERTAKINGS

1. Since 2005, Respondent has implemented several remedial measures with a view 1o
detect and prevent securities violations. Specifically, the City has terminated certain officials in the
City Manager’s and Auditor and Comptrolier’s offices or has allowed them to resign. The City has
filled these positions with new employees generally having significant relevant experience with

" The City’s scienter is based on the mental state of its officials. SEC v. Manor Nursing Centers,
Inc., 458 F.2d 1082, 1089 n.3 (2d Cir. 1972).
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other municipat governments or the private sector. The City has hired a full time municipal
securities attorney who is responsible for coordinating the City’s public disclosure and who has
conducted continuing education for the City’s deputy attorneys on the City’s disclosure
requirements,

2. The Mayor resigned and has been replaced by a former City police chief. In
January 2006, pursuant to a public referendum, the City changed from a strong city manager form
of government to a strong mayor form of government.

3. The City has hired new outside professionals including new auditors for its fiscal
vear audits. The City also hired individuals not affiliated with the City to act as the City’s Audit
Committee and charged the Committee with investigating the City’s prior disclosure deficiencies
and making recommendations to prevent future disclosure failures. The City has also hired new
disclosure counsel for all of its future offerings, who will have better and mere continuous
knowledge on the City’s financial atfairs. This disclosure counsel has conducted seminars for City
employees on their responsibilities under the federal securities laws.

4, The City has also enacted ordinances designed fo change the City’s disclosure
environment. First, the City created a Disclosure Practices Working Group, comprised of senior
City officials from across city government. The Working Group is charged with reviewing the
form and content of all the City’s documents and materials prepared, issued, or distributed in
connection with the City’s disclosure obligations relating to securities issued by the City or its
related entities; and conducting a full review of the City’s disclosure practices and to recommend
future controls and procedures. Second, the Mayor and City Attorney must now personally certify
to the City Council the accuracy of the City’s official statements. Third, the City Auditor must
annually evaluate the City’s internal financial contrels and report the resuits to the City Council.

5. Respondent shall comply with the following undertakings to:

a. Retain, not fater than 60 days after the date of this Order, at its expense, an
independent consultant not unacceptabie to the Commission’s staff (the
“Independent Consultant™). The City shall require the Independent Consultant to
(a) conduct annual reviews Tor a three-year pericd of the City’s policies,
procedures, and internal controls regarding its disclosures for offerings, including
disclosures made in its financial statements, pursuant to continuing disclosure
agreements, and 1o rating agencies, the hiring of internal personnef and external
experts for disclosure functions, and the implementation of active and ongoing
fraining programs to educate appropriate City employees, including officials from
the City Auditor and Comptroller’s office, the City Aftorney’s office, the Mayor,
and the City Council members regarding compiiance with disclosure obligations;
(b} make recommendations concerning these policies, procedures, and internal
controls with a view to assuring compliance with the City’s disclosure obligations
under the federal securities laws; and {¢) assess, in years two and three, whether the
City is complying with its policies, procedures, and internal controls, whether the
City has adopted any of the Independent Consultant’s recommendations from prior
vear(s) concerning such policies, procedures, and internal controls for disclosures
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for offerings, and whether the new policies, procedures, and internal controls were
effective in achieving their stated purposes;

No later than 10 days foliowing the date of the Independent Consultant’s
engagement, provide to the Commission staff a copy of an engagement letter
detailing the Independent Consultant’s responsibilities pursuant to paragraph 5(a)
above;

Arrange for the Independent Consultant fo issue its first report within 120 days after
the date of the engagement and the following two reports within 60 days following
each subsequent one-year period from the date of engagement. Within 10 days
afler the issuance of the reports, the City shall require the Independent Consultant to
submit to Kelly Bowers of the Commission’s Pacific Regional Oftice a copy of the
Independent Consuitant’s reports. The Independent Consultant’s reports shall
describe the review performed and the conclusions reached and shall include any
recommendations deemed necessary to make the policies, procedures, and internal
controls adequate and address the deficiencies set forth in Section HLD of the
Order. The City may suggest an alternative method designed to achieve the same
objective or purpose as that of the recommendation of the Independent Consultant
provided that the City’s Mayor and City Attorney certify in writing to the
Commission staff that they have a reasonable belief that the alternative method is
expected to have the same objective or purpose as that of the Independent
Consuitant’s recommendation;

Take all necessary and appropriate steps to adopt, implement, and employ the
independent Consultan{’s recommendations or the City’s alternative method
designed to achieve the same objective or purpose as that of the Independent
Consultant’s recommendation; and

Require the Independent Consuitant to enter into an agreement that provides that
for the period of engagement and for a period of two years from completion of the
engagement, the Independent Consuliant shall not enter into any employment,
consultant, attorney-client, auditing or other professional refationship with the City,
or any of its present or former affiliates, directors, officers, employees, or agents
acting in their capacity; provided however, that the Independent Consultant may
enter into an agreement with the City to serve as an independent monitor to oversee
the City’s remedial efforts with respect to enhanced accountability, greater
transparency, increased fiscal responsibility, and independent oversight. Except as
permitied above, the agreement will also provide that the Independent Consultant
will require that any firm with which he/she is affiliated or of which he/she is a
member, and any person engaged to assist the Independent Consultant in
performance of histher duties under this Order shall not, without prior written
consent of the Pacific Regional Office, enter into any employment, consultant,
attorney-client, auditing or other professional relationship with the City, or any of
its present or former affiliates, directors, officers, employees, or agents acting in

21



their capacity as such for the period of the engagement and for a period of two years
after the engagement.

6. In determining whether to accept the City’s Offer, the Commission considered
these undertakings and remediation measures.

Iv.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in the City’s Offer,

Accordingly, it is hereby ORDERED that:

A. The City cease and desist from committing or causing any violations and any future
violations of Section 17{a) of the Securities Act and Section [10{b) of the Exchange Act and Rule
10b-5 thereunder; and

B. The City comply with the undertakings enumerated in paragraph 5 of Section 1iL.F.
above,

By the Commission.

Nancy M. Morris
Secretary
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the pension find will net in anyway be responsivle or at risk, Please provide me with writien cc-aﬁnnauon of.
such at your earliest converienes, . : :

i you hava zmy quasuons p‘&a,S@ ccmtact me at 6 19~261-3618

Thank you*

Smc@;&ly,

Diarm Shipione
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WITH TOM BLAIR

Jerry Sanders

HE 34TH MAYOR OF SAN DIEGO, jerry Sanders took office two years ago after winning a special election to succeed Dick Mur-
phy, who resigned under the cloud of the city’s pension crisis. Elected after promising to promote better ethics, streamling city
operations and make city government more accountable, Sandets has posted a mixed record. His credentiafs were strong, but
his taske were Herculean. A veteran of the San Diego Police Department, he served 20 years before being promoted to chief
(1993-1999). After retiring from the PD, he took over as CEO of San Diego's smbattied United Way and hefped turn the local charity
around. Sanders lives in Kensington with his wife, Rana Sampson.

46 SAN DIEGO MAGAZINE | SEPTEMBER 2007

TOM BLAIR: Okay,
serious issue first: Are the potholes in your
Kensington neighborhood as bad as the
ootholes in my Point Loma neighborhood?
JERRY SANDERS: You dorv't have any pot-
holes in your neighborkood. But we'll be
out within two weeks of any time you call.

TB: Good politics. You're coming up on
two years as mayor. And you're already
laying the groundwork for a reelection
campaign next year, When | interviewed
you before the efection in 2005, you said,
“The job always seems bigger than it turns
out to be whaen you gel there. But when
you get there, the calm comes.” Do you
still believe that?

18: Okay, the job's been much tigger than |
thought it was going to be. | don't think |
had a clue how comgiex the issues were. |
dor't think 1 nad a clue about how many is-
sues there were, and how difficult politics is.
TB: And yet you're ready to go another
round?

18: You get sterted, and you realize you
can't finish everything In three years, It's
important 1o get a ot of the stuff done that

we've started. We've got a lot of peaple
waorking hard on issues, and | think it's irm-
~ portant to keep going forward.
TB: San Diego was on the brink of bank-
ruptey, and you inherited & horrendous
mess when you moved into City Hall. s
the city in better or worse shape now?
18: | think it’s in much better shape. We've
got payment schedules worked out with
this five-year plan and the budget we just
adopted for fixing most of the major finan-
cial issues. That's whether it's the pension
systern, which is on a 20-year [payback]
schedute - and we're actually paving in
more than we're required to—or whether ?
it's the retiree healh-care issue, which
nobody had even anticipated.

let’s get to tﬁe mgsth?B:Whaf'S the debt there?

J8: I's $1.4 billion. We've also started
puiting money away for that, and we'll
ramp that up significantly in the next sev-
eral years. The infrastruciure —you brought
up the potholes —we've got a plan for
$500 million over the next five years {o
start fixing that. Part of that is bonding,
bt most of it is pay-as-you-go.

TB: You say start to fix the infrastructure.

What would it cost to fix it all?

}8: The best estirnate is $700 million to
$900 milfion - and we'll be putting in $660
million. So that's substantially reducing it to
a level we can finish off, And we may even
he able to expedite that, depending on
property sales and some other things.
When you look at those indicators, I'm con-
fident we have things under control—at
least in terms of the things we know about.
TB: Where are we on issuing new bonds?

18: Our 2005 audit fis due very soon|, and
then we should be able 1o go back out Into
the market. We've been fold by the rating
agencies that, most likely, after they see
the '05 audit, they'li reinstate our credit
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L.
INTRODUCTION

The City of San Diego (“City”) is in the throes of one of the most daunting
nolitical and financial crises in its history. The City is currently facing a funding debt in
excess of $2 hillion in its pension system as a result of & number of governmental
decisions including, but not limited to, the creation of illegal retirement benefits.

The granting of these benefits is the result of two contingent, quid pro quo
arrangements between the San Diego City Council (“City Council”) and the San Diego
City Emplovees’ Retirement System (“SDCERS™). The first of the deals, commonly
referred to as Manager’s Proposal 1 (“MP 17), occurred in 1996 and was comprised of an
agreement by the SDCERS Board of Trustees (“Board”) to relieve the City from making
its required payments to the pension fund. In return, the City granted retroactive
retirement benefits for City employees. The second deal, called Manager’s Proposal 2
(*MP 27, took piace in 2002. According to MP 2, the SDCERS Board allowed the City
to pay less than actuarially required into the pension system while the City again
increased pension benefits for retirees.

Ironically, throughout the late 1990s and early 2000s, the City was being honored
nationwide as an exampie of well-managed municipalities, Meanwhile, beneath the
surface the financial stability of the City was crumbling under the burden of the massive
debt created by granting retroactive retirement benefits and the City’s failure to pay the
full actuarially required amount into the pension fund — a direct result of the MP | and
MP 2 deals between SDCERS and the City.

City officials and high-level managers engaged in a pattern designed to conceal
the debt created by MP 1 and MP 2. That pattern of concealment, as to the nature of the
- debt, commenced the day the first enhancements to retirement benefits were created as
part of MP 1 in 1996. This pattern of concealment is still active today.

The City officials who engaged in these unlawful acts cannot be expected to
police themselves and unde their own unlawful acts. Today, the City Council has four
members who took part in the acts that form the basis of the wrongdoing identified
herein. Thus, the government of the City of San Diego has been adversely dominated by
those who engaged in this unlawful conduct and who have woerked in concert with each
other to frustrate all efforts to set aside the unlawful pension benefits in further violation
of their fiduciary duties to the citizens of the City of San Diego.

This report explains how City officials vielated their fiduciary duties to the City
in granting certain pension and retiree health care benefits in violation of local and state
law, This report also explains how the City has been adversely dominated by the
wrongdoing of City officials, with such wrongdoing interfering and obstructing the
ability of the City to set aside the iilegal pension and retiree health debt. This report also
shows how City officials wasted millions of dollars in attorneys and consulting fees in the
effort fo escape responsibility for their unlawful behavior.



Finally, this report recommends a course of action by which the City can continue
to initiate appropriate action to protect taxpayers and to fulfill fundamental legal duties
owed to the people of the City of San Diego.

I
BACKGROUND

Unlawful conduct by City officials has caused the City of San Diego to suffer a
staggering debt in excess of $2 billion. This debt was created when City officials and
emplovees used uniawful means to enrich themselves with hundreds of millions of
dollars of pension and retiree health care benefits in breach of their fiduciary duty to the
City and the people of San Diego. In creating this debt, these officials and employees did
not fellow the procedures prescribed by the San Diego City Charter (“Charter™) and the
California State Constitution. What is worse, City officials who participated in the
unlawful conduct have remained in control of the City government and have used their
control to frustrate all efforts directed at repairing the damage.

As a result, the City of San Diego faces the worst financial crisis since the City
was forced to declare bankruptey in 1852." As a consequence, the City's roads and
streets are in disrepair,2 City libraries and recreation centers operate af reduced schedules,
neighborhood centers have closed, and capital improvements on city buildings have been
postponed. It is estimated that the City’s deferred maintenance and capital needs,
exciuding water and wastewater, 1s at least $800 to $900 million.”

On 5 September 2003, SDCERS Trustee Diann Shipione sent an e-mail to
SDCERS’ Admunistrator Lawrence Grissom warning that bond offering docurments being
used by the City of San Diego to sell sewer bonds were inaccurate. M. Shipione called
special attention to the statements made in the disclosure document that the SDCERS
actuary had determined that the funding method being used by the City in ifs pension
plan was “an excellent method for the City and it will be superior to the PUC method.” In
fact, the funding method being used was not an approved method for funding a pension

' The City of San Diego operated in trusieeship under the supervision of the State of
California from 25 March 1852 until 1886. See, Heilbron, Carl H. History of San Diego’
County (The San Diego Press Club, San Diego 1936) pp. 254-80, attached as Exhibit 1.

2 Indusiry standards state that 75% of City streets should be in acceptable condition. In
San Diego, however, 63% of the streets are below the netional standard and are classified
as being in fair or poor condition. See 2 May 2007 Mayoral Fact Sheet, Exhibit 2.

* 29 November 2006 City of San Diego General Pund Five-Y ear Financial Outlook
2008-2012 p. 25. (Exhibit 4.)

tg September 2003 e-mail from Diann Shipione, SDCERS Board Trustee, to Lawrence
Grissom, administrator with SDCERS, Subject: “Incorrect Pension Materials in Bond
Solicitation Circular.” (Exhibit 5.)



system and was being used to hide hundreds of millions of dollars of pension benefits
that had been illegally created by City officials.

Ms. Shipione’s e-mail caused the City’s bond offering to be haited. On 27 January
2004 the City was required to disclose to its current bond investors hundreds of millions
of dollars of debt not properly disciosed by the City previously. These disclosures
prompted an investigation by the U.S. Securities and Exchange Commission beginning in
February 2004. On 14 November 2006, the SEC issued a cease and desist order against
the City of San Diego finding that City officials had engaged in securities fraud.
However, the SEC has not brought charges against any individuals as of 30 August 2007.

City officials and employees withheld from taxpayers and mvestors in the City’s
municipal bonds the massive and growing debt they caused the City to incur in order to
enrich themselves. The United States Securities & Exchange Commission (SEC) after
investigating the conduct of these City officials and employees found that City officials
violated “the antifraud provisions of the federal securities laws. > The SEC made
numerous findings regarding the conduct of City officials:

s The SEC found that the City of San Diego faced a “financial crisis,” and in failing
to disclose critical facts about its pension and retiree health care debt violated “the
antifraud provisions of the federal securities laws in connection with the offer and
sale of over $260 million in municipal bonds in 2002 and 2003. At the time of
these offerings, City officials knew that the City faced severe difficulty funding
its future pension and health care obligations unless new revenues were obtamed
pension and health care benefits were reduced, or City services were cut.”
(emphasis added.)

¢ The SEC found the “City’s looming financial crisis resulted from (1) the City’s
intentional under-funding of its pension plan since fiscal year 1997; (2) the City’s
granting of additional retroactive pension benefits since fiscal year 1980; (3) the
City’s use of the pension fund’s assets to pay for the additional pension and
retiree health care benefits since fiscal year 1980; and {4) the pension plan’s less
than anticipated earnings on its investments in fiscal years 2001 through 2003.”7
{emphasis added.)

e The SEC found City officials did not disciose the “gravity of the City’s financial
problems” including that the “City’s unfunded liability to ifs pension plan was
expected to dramatically increase, growing from $284 million at the beginning of

5 14 November 2006 SEC Cease and Desist Order p. 2 (“SEC Cease & Desist Order”).
(Exhibit 6.)

® SEC Cease and Desist Order p. 2, attached as Exhibit 6.

7 SEC Cease and Desist Order p. 2. (Exhibit 6.)



fiscal year 2002 and $720 million at the beginning of fiscal year 2003 to an
estimated $2 billion at the beginning of fiscal year 2006.” Also not disclosed was
the fact that the City’s “projected annual pension contribution would continue to
grow, from $51 million in 2002 to $248 million in 2009.” Also not disclosed was
the fact that the “estimated present value of the City’s Hability for retiree health
benefits was $1.1 billion,”® .

s The SEC found that the City has used the discredited practice of applying
“surplus earnings—i.e., earnings above the actuarially projected 8% return rate --
to fund an ever-increasing amount of additienal benefits for San Diego City
Employees’ Retirement System members.””

e The SEC found that in “fiscal year 1996, the City agreed to increase significantly
and retroactively all employees’ pension benefits. The City, however, could not
afford to fund the cost of the benefit increases. The City, therefore, made the
pension benefit increases contingent on CERS’s agreement to the City’s under-
funding of its annual contribution to CERS.™® (emphasis added.)

¢ The SEC found that in “March 2000, the City again retroactively increased
pension benefits. Specifically, the City and CERS settled a class action lawsuit
brought by CERS members, with Corbett as the named class plaintiff. Under the
Corbett settlement, the City retroactively gave increased pension benefits to both
current and retired City employees, increasing CERS's liabilities.”!

¢ The SEC found that m “April 2002, the City received a warning that the City’s
pension and retiree health care liabilities would continue to grow and that the City
was not adequately planning to meet those liabilities.” The warning, according to
the SEC, came in the form of a report from “the City’s Blue Ribbon Commitiee to
the City Council.**

& The SEC found that in “fiscal year 2003, the City again increased its pension
laability by granting additional refroactive benefits, used additional CERS assets
to pay for additional pension and retiree health care benefits and an increased

¥ SEC Cease and Desist Order pp. 2-3. (Exhibit 6.)
¥ SEC Cease and Desist Order pp. 6-7. (Exhibit 6.).
" SEC Cease and Desist Order p.7. (Exhibit 6.)

"' SEC Cease and Desist Order pp. 78 (Exhibit 6.)

12 SEC Cease and Desist Order p. 9. {Exhibit 6.)



portion of the employees’ contribution, and obtained additional time to underfund
its annual CERS contribution.”’

» The SEC found that the City received two reports from CER’s actuary that
provided “the City with negative information regarding the present and projected
status of CER's funded ratio and the City’s unfunded liability to CERS.”
According to the SEC, one report showed that the pension had “suffered an
actuarial loss of $364.8 million and that as of the end of fiscal year 2002, CER’s
funded ratio was 77.3% and the City’s unfunded liability to CERS was §720
million.”"* The second report, according to the SEC, showed that the “City’s
contribution rate was projected to more than quadraple-9.83% of payroll in fiscal
vear 2002 (351 million) to 35.27% of payroll in fiscal year 2009 (8248
million).”"

e The SEC found the City’s financial adviser gave City officials “additional
information regarding the projected growth of its future pension liabilities and the
possible negative effect those liabilities would have on the City’s credit rating and
ability to igsue municipal securities.” According to the SEC, in Apnl 2003, the
financial adviser informed City officials that the “City’s unfunded liability to
CERS would grow to §1.9 billion at the end of fiscal year 2009 and to $2.9 billion
at the end of fiscal year 2021, and CERS’s funded ratio would fall to 66.5% at the
end of fiscal year 2009 and would be 67% at the end of fiscal year 2021."'

e The SEC found that the “City, through cerfain of its officials, knew that its
Disclosures were misleading. The Mayor and Council were responsible for
approving the issuance of the bonds and notes, including issuance of the
preliminary official statements and official statements.”™’

Numerous public officials were involved in the above described unlawful
conduct. Between 1996 and 2002, 2 Mayors, 13 City Council members, 3 City Managers,
2 City auditors, I Assistant City Manager and numerous pension board members violated
their fiduciary duties by creating and covering up the unlawful debt. These city officials
did not follow the prescribed manner for creating city pension and retiree health care
debt. See President and Trustees of City of San Diego v. San Diego and Los Angeles Co.,
44 Cal. 106 (1872).

' SEC Cease and Desist Order p. 9. (Exhibit 6.)

" SEC Cease and Desist Order p. 10. (Exhibit 6.)

'* SEC Cease and Desist Order p. 10, (Exhibit 6.)

'© SEC Cease and Desist Order pp. 13-14. (Exhibit 6.)

" SEC Cease and Desist Order p. 17. (Exhibit 6.)



1.
THE CREATION OF THE PENSION CRISIS

Public officials offered and received increased benefits in exchange for allowing
the City to underfund the pension plan in viclation of San Diego City Charter {“Charter™)
§ 94 and Government Code § 1090, In 1996 City officials intentionally failed to pay orto
require the payment of pension debt'® in violation of Charter § 143"° and the Californiz
State Constitution Article 16 §17 ,20 increased pension and retiree health care debt without
providing a means of payment in vielation of the debt limit law of the California State
Constitution Article 16 § 18%" and Charter § 99 %

Included in the unfunded pension benefifs was the DROP program that allowed
City officials to receive their retirement payment while continuing te receive their
salary.” Also included was the Purchase of Service Credit program which allowed City |
officials to buy up to five vears of service credits.” Also included in these benefits was
the granting of the unfunded retroactive benefits.”

¥ 23 Fuly 1996 memorandum from Larry Grissom, retitement administrator, to Cathy
Lexin, labor relations manager; Subject: “CITY MANAGER'S RETIREMENT
FROPOSAL”. (Exhibit 7)

¥ San Diego City Charter §143 — Contributions. (Exhibit 8)

U California Constitation: Article 16 § 17 — Public Finances. (Exhibit 9)
21 California Constitution: Article 16 § 18 - Public Finances. (Exhibit 9)
* San Diego City Charter § 99 — Continuing Contracts. (Exhibit 10)

= 4 June 1996; City Employees Retirement System (POA); “Proposal”; p.5.
Management Proposal to POA - Changes to Retirement System. 4 June 1996; City
Employees Retirement System (MEA); “Proposal”™; p. 5. 4 June 1996; City Employees
Retirement System (Local 145); “Proposal™; p. 5. (Exhibit 11)

% 4 June 1996; City Employees Retirement System (POA)); “Proposal™; p.2.
Management Proposal to POA — Changes to Refirement System. 4 June 1996; City
FEmployees Retirement System (MEA); “Proposal”™; p. 2. 4 June 1996; City Employees
Retirement System {Local 145); “Proposal”; p. 2. (Exhibit 11)

% 4 June 1996; City Employees Retirement System (POAY); “Proposal”™; p.2-4.
Management Proposal to POA — Changes to Retirement System. 4 June 1996; City
Employees Retirement Svstem (MEA); “Proposal™; p. 2—4. 4 June 19%6; City
Employees Retrement System; (Local 145) “Proposal”; p. 2—4. (Exhibit 11)



City officials held financial interests in the pension™® debt created in 1996% in
viclation of the California Government Code § 1090°% and Charter § 94.%° Between 1996
and 2005 City officials priced pension service credits purchased by other City officers
and employees substantially and materially below actual cost. As established under MP 1
in 1996, a key provision of the purchase of service program was that it remains cost
neuiral to the City. In clear violation of this provision, SDCERS Board members ignored
repeated wamnings from SDCERS staff and the SDCERS actuary between 1999 and 2004
that the price was too low, The SDCERS actuary went so far as to detail the debt created
by the reduce pricing on the pension system. City officizals, however, knowingly allowed
the pricing to remain low in order to allow more employees to purchase at the discounted
rate thereby plunging the pension system deeper in debt. More disconcerting is the fact
that representatives of the City Council themselves purchased years of service after the
SDCERS’ actuary warnings.:io

I 2000 City officials agreed to create additional pension benefits in connection
with the settlement of litigation known as “Corbett” without providing a means of
payment.”' The creation of additional benefits without providing a corresponding

® July 20035; “Amended Interim Report No. 6 Regarding the San Diego City
Employees’ Retirement System Funding Scheme: Report of the San Diego City Attorney
Michael J. Aguirre”. (Exhibit 12)

7 4 June 1996; City Employees Retirement System; “Proposal”; p.5. The table presented
on the bottom of page 7, titled “Employer Contribution Rate Stabilization Plan,”
contained a table column called “Difference $7 which indicated the amount of
underfunding of the pension plan that resulted in the approval of the Manager’s Proposal.
The table indicated that, if approved, the Manager’s Proposal would lead to the
underfunding of the pension plan by as much as $110.35 million between fiscal year
1996 through fiscal year 2008. (Exhibit 11)

*# California Government Code § 1090. (Exhibit 13)
** San Diego City Charter § 94: Contracts. (Exhibit 14)

18 September 2006; “Interim Report No. 12: Report on Scheme to Price San Diego
City Employees’ Retirement System Pension Service Credits Below Cost in Violation of
California Law — Report of the San Diego City Attorney Michael I. Aguirre”. (Exhibit
15)
117 May 2000; Superior Court of the Sate of California for the County of San Diego:
Order and Judgment Approving Settlement of Class Action; “WILLIAM I. CORBET,
DONALD B. ALLEN; LEORNARD LEE MOORHEAD; and GORDON L. WILSON;
mdividually, and on behalf of all others similarly situated, Plaintiffs, v. CITY
EMPLOYEES® RETIREMENT SYSTEM; and DOES 1 through 50, inclusive,
Defendants. CITY OF SAN DIEGO, Real Party in Interest. (Exhibit 16)



funding source is another in violation of debt limmt 1§w contained in the California State
Constitution Article 16 § 18 and City Charter § 99.%

In 2002 City officials intentionally failed to pay or to require the payment of
pension debt™ in violation of Charter § 143 and the California State Constitution Article
16 §17, increased pension and retiree health care debt without providing a means of
payment in violation of debt limit law of the California State Constitution Article 16 § 18
and City Charter § 99, once again attempted to alter the provisions of Charter § 143 by
adopting a provision which purportedly allowed the city to avoid mandatory full pension
payments set by actuarial determination.”® City officials also held financial interests in
the pension debt created in 1996 in violation of the California Government Code § 1090
and Charter § 94.°° Also included in these benefits was a provision that allowed the
active members fo purchase 5 years of pension credits in order to satisfy the 10 year
vesting requirement.’®

Iv.
CITY OFFICIALS EDUCATED ON DISCLOSURE DUTY
UNDER FEDERAL SECURITIES LAWS

City officials received a thorough explanation of their legal responsibilities to
report all liabilities that could be material to investors as set forth by the federal securities

2 (California Constitution: Article 16 § 18 — Public Finances (see Exhibit 9); San Diego
City Charter § 99: Contmuing Contracts (see Exhibit 10).

* Minutes of the 18 November 2002 meeting of the San Diego City Council; “Ttem-133:
Two Actions related to Approval of Agreements on SDCERS Board Indemnification &
City SDCERS Employer Contributions...Subitem-B (R-2003-661) ADOPTED AS
RESOLUTION R-257336 - Authorizing the City to enter into an agreement with the San
Diego City Employees’ Retirement System regarding empioyer contributions.” 18
November 2002; “Agreement Regarding Employer Contributions Between the City of
San Diego and the San Diego City Employees’ Refirement System. San Diego City
Counci! Resolution-297336 {Exhibit 17)

9F ebruary 2003; “Interim Report No. 2 Regarding Possible Abuse, Illegal Acts or
Fraud by City of San Diego Officials — Report of the San Diego City Attoriiey Michael .
Aguirre”. (Exhibit 18)

%9 February 2005; “Interim Report No. 2 Regarding Possible Abuse, llegal Acts or
Fraud by City of San Diego Officials — Report of the San Diego City Attorney Michacl .
Aguirre”. (Exhibit 18) .

e February 2005; “Interim Report No. 2 Regarding Possible Abuse, [Hegal Acts or
Fraud by City of San Diego Officials — Report of the San Diego City Attorney Michael I
Aguirre”. {Exhibit 18)



disclosure laws. This information was provided to them by lawyers from the Bryan Cave
law firm in and around 6 November 2001, The information provided that the Mayor and
Ciry Council members were responsible for fully disclosing, under the federal securities
laws in connection with the sale of the City’s bonds, was set forth in a 29 October 2001
letter.”” The 29 October 2001 letter to the City Council was signed by Gerald E. Boltz.
Mr. Boltz.*

The 29 October 2001 Bryan Cave letter, authored by Mr. Boltz, informed the
Mayor and City Council members that the purpose of the letter was “to provide an
overview of the applicable federal securities laws” in connection with the City’s 2601
lease revenue bonds.”” The letter informed the Mayor and City Council members they
“must read” the disclosure documents related to the balifark bond offering “in light of the
application of provisions of the federal securities laws.” ® The letter told Mayor and City
Council members that they were required to “ask questions as to any area or matter that
may seem unclear or need clarification, actively seek inforrnation from the officials of the
City or Authority and professionals retained in connection with the proposed offering,
and conduct follow-up as to the information supplied.”™'

The letter also clearly stated that municipal bond offerings were “not exempt

~ transactions in municipal securities from the antifraud provisions of Section 17(a) of the
Securities Act, Section 10(b) of the Exchange Act, and Rule 10b-5 promulgated
thereunder,” and that the foregoing “provisions prohibit any person, including
municipal issuers, from making a false or misleading statement of material fact, or

3729 Octaber 2001 letter from Bryan Cave taw firm to Leslie J. Girard. (Exhibit 19)

#¥ Gerald Boltz was a highly-regarded Securities and Exchange Enforcement Division
official. Mr. Boltz held several senior positions during his 20-year career at the SEC,
retiring in 1979 after seven years as regional administrator of the SEC's Los Angeles
Regional Office. Following his government service, Mr. Boltz became a partner in the
Santa Monica, California office of Bryan Cave. See SEC News Digest Issue 2006-92 12
May 2006. (Exhibit 20).

% 29 October 2001 Bryan Cave letter. p. 1. (see Exhibit 19),

0 The lawyers from Bryan Cave noted that allegations were made by ballpark opponents
that because of various changes and alternations, the ballpark project should be re-
submitted to San Diego City voters (see, 29 October 2001 Bryan Cave letter p. 1).
(Exhibit 19).

129 October 2001 Bryan Cave letter p. 1-2. (Exhibit 19),

2 Jd atpl.



omitting any material facts necessary to make statements made by that pe1s<}n not
misleading, in connection with the offer, purchase or sale of any security.”

City offictals, however, ignored the advice of Mr. Boltz and disregarded the
information presented in the letter.

V.
CITY OFFICIALS CONCEAL DEBT

City officials intentionally concealed the illegally created debt from the people of
the City of San Diego. Specifically:

e In 2002, City officials concealed the unlawful conduct by delaying and watenﬂg—
down the findings of the City’s Blue Ribbon Committee report on city finances.

e In 2002, City officials agreed to indemnify pension board members in connection
with the unlawful acts in which pension debt was not paid and pension benefit
debt was increased without appropriate funding.*

s In 2002, SDCERS Board Members, which included City Official Cathy Lexin,
conspired with one another to conceal that a special “Presidential Benefit” was
given to incumbent union presidents under MP 2, including Ron Saathoff,
President of Firefighters Local 145. Notwithstanding that this “Presidential
Benefit” was negotiated as part of the retirement benefit enhancements provided
for under MP 2, the provisions for the “Presidential Benefit” were omitted from
the relevant labor agreements and implementing ordinances. Instead, the
incumbent union president benefits were implemented in separate agreements and

$ .

g February 2005; “Interim Report No. 2 Regarding Possible Abuse, Illegal Acts or
Fraud by City of San Diego Officials — Report ofthc San Diego City Attorney Michzael J.
Aguirre”. (Exhibit 18)

# Minutes of the 18 November 2002 meeting of the San Diego City Council; “Item-133
Two actions related to Approval of Agreements on SDCERS Board Indemnification &
City SDCERS Employer Contributions; CITY MANAGER’S RECOMENDATION:
Adopt the following resolutions: Subitem-A; (R-2003-390) ADOPTED AS
RESOLUTION R-297335: Declaring that the City of San Diego agrees to defend,
indemnify and hold harmless the members of the Board of Administration for the San
Diego City Employees’ Retirement System in performance of their duties. San Diego
City Council Resolution R-297333, Adopted on 18 November 2002. {Exhibit 17)
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ordinances, in order to conceal that these union presidents were receiving special
s s . . 46
additional benefits in exchange for their vote or influence to approve MP 2,

s [n 2002, City officials made the DROP program permanent despite the
requirement set in 1996 that the DROP program could only continue if was cost
neutral and despite an actuarial study showing that the DROP program was not
neutral.*’

e In 2002 and 2003, City officials violated the antifraud provisions of the federal
securities laws in connection with the offer and sale of over $260 million in
municipal bonds.*®* City officials knew that the City faced hundreds of millions of
dollars in shortfalls for funding its future pension and health care obligations
unless new revenues were obtained, pension and health care benefits were
reduced, and/or City services were cut. ™

¢ In 2002 and 2003, in furtherance of their unlawful course of action, City officials
overrode™ the recommendation of the City’s Pension Reform Committee that the

8 g February 2005; “Interim Report No. 2 Regarding Possible Abuse, Illegal Acts or
Fraud by City of San Diego Officials — Report of the San Diego City Attorney Michael 1.
Aguirre”. (Exhibit 18} San Diego City Council Resolution R-297212, adopted 21
October 2002, (Exhibit 21}

7 6 February 2007 City Attorney Report to the Honorable Mayor and City Council —
Recommending Amendments to the SDMC Eliminating the DROP. 13 September 1999
memorandum from Rick Roeder, SDCERS actuary, entitied DROP’s “Hidden”
Liabilities. (Exhibit 22)

* 14 November 2006; United States of America before the Securities and Exchange
Commission; Administrative Proceeding File No. 3-12478; In the Matter of City of San
Diego, Califomia; Order Instituiing Cease-And-Desist Proceedings, Making Fmdings,
and Imposing Cease-And-Desist Order Pursuant To Section 8A of the Securities Act of
1933 and Section 21C of the Securities Act of 1934, (Exhibit 6)

** 14 November 2006; United States of America before the Securities and Exchange
Commission; Administrative Proceeding File No. 3-12478; In the Matter of City of San
Diego, California; Order Instituting Cease-And-Desist Proceedings, Making Findings,
and Imposing Cease-And-Desist Order Pursuant To Section 8A of the Secunties Act of
1633 and Section 21C of the Securities Act of 1934, {Exhibit 6)

* LaVelle, Phillip; “City Hall pension politics heat up | Plan to scrap board may prove
tricky for Murphy™; San Diego Union-Tribune; 4 July 2004, Minutes of the 19 July 2004
meeting of the San Diego City Council; LaVelle, Philip; “Measures to fix city pension
plan OK’d | New language may force out a trustee”; San Diego Union-Tribune; 20 July
2004, “Tawdry Display”™; San Diego Union-1ribune; 21 July 2004, City of San Diego:

1
i
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pension board of trustees be “composed of qualified professionals who have no
vested interest” in the pension plan.”

e In 2004 City officials carried out a plan to discredit a public official whistle
blower who alleged that public officials they were engaged in on-going unlawful
conduct.™ Public officials agreed amongst themselves to place the whistle blower
under arrest if she attempted to attend meetings of the pension board of which she
was a member.”

Despite Gerald Boltz and the Bryan Cave firm’s candid and straight-forward
advice to City officials regarding their responsibilities to ensure the accuracy of financial
statements, the City Council approved the issuance of $1.2 billion in eight separate
municipal bonds from 14 February 2004 through 26 August 2003, that included false and
misleading information. In approving these offerings, the City Council ignored Boltz’s
advice i the 21 October 2001 letter and approved both the bond offering and the
associated financial siatements which failed to included information about the growing
liability of the pension and retiree health care plans, or the increase in debt to these
programs as a result of additional benefit enhancements given to the City’s municipal
tabor groups.

Proposition H: Prop H Amends the City Charter to Change the Composition of the
Retirement Board. (Exhibit 23)

°' 15 September 2005; Final Report of the City of San Diego Pension Reform
Comumnittee. See Recommendation #14. P, 20 of 74. (Exhibit 24)

> Whistle blower Diann Shipione sent a letter and spoke before the Mayor and City
Councii on 18 November 2002 noting, inter alia, that promising a city employee benefit
conditioned upon a separate fiduciary’s approval of an agreement to reduce already
deficient City contributions to its pension plan is ethically questionable, if not blatantly
corrupt. Shipione also clearly stated that MP 2 threatened the safety of the retirement
plan. Letter from Diann Shipione to Hon. Dick Murphy and City Council, re: Items 50 &
51; re Retirement Benefits, dated 18 November 2002, Cathy Lexin, an SDCERS Board
Member and the City’s Labor Relations Manager, further perpetuated the concealment of
unlawful acts by writing a memorandum on 6 December 2002, under the signature of
then Assistant City Manager Lamont Ewell, to the Mayor and City Council responding to
each of Shipione’s concems falsely concluding that “there was nothing in the process that
was either improper, irregular, or unlawful, and Ms. Shipione’s comments are without
merit.” Memorandum from P. Lamont Ewell to Hen. Mavor and City Council, Subject:
SDCERS Benefit Enhancements; Response to Public Comment and Correspondence on
Items 50 and 51 Adoptions Agenda, Consent ltems, dated 6 December 2002. (Exhibit 25)

°* Philip I. LaVelle, Citizen s Arrest of Shipione Weighed, SAN DIEGO UNION-TRIBUNE,
16 December 2004 <http//www.signonsandiego. com/news/metro/20041216-9909-
Inispension htmi>. (Exhibit 26)
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After the City Council chose to disregard the advice of Gerald Boltz, a former
high ranking SEC official, the Councii proceeded to spend miilions of dollars on
additional former-SEC officials to defend their actions in approving bond offerings and
financial statements that failed to contain information about the declining financial
stability of the City’s pension system and the growing liabilities associated with retiree
health care. Former-SEC officials hired by the City to defend the City Council’s actions
include:

s Paul Maco, the first director of the Securities and Exchange Commuission's Office
of Municipal Securities;

s Richard Sauer, former assistant director of the Division of Enforcement in the
Securities and Exchange Commission;

& Lynn Tumer, former chief accountant of the Securities and Exchange
Commissicn,

s Arthur Levitt, former chairman of the United States Securities and Exchange
Commission;

s Sean T. Prosser, a former enforcement attomey with the SEC;

o  Thomas Zaccare, former regional trial counsel for the SEC’s Pacific Regional
office.

The costs of these attorneys and consultants now reaches in the tens of millions of
dollar purely for the defense of the City Council members and high ranking City officials.
The details of their actions in San Diego are detailed further in this report.

V1.
OBSTRUCTION OF CORRECTIVE EFFORTS
THROUGH ADVERSE DOMINATION

With knowledge of the prior wrongdoing from which they or their allies profited,
City officials and employees used their control over City government to hamper the
efforts to relieve the City and the people of San Diego from the debt. These City officials
have blocked corrective action by using their contrel of City government to “adversely
dominate” San Diego City government. See, City of Oakland v. Carpentier {1859) 13
Cal, 540; Beal v. Smith (1920) 46 Cal. App. 271, 279,

For exarmple, in 2004, City officials attempted to cover-up their unlawful actions
by hiring a law firm to give the false appearance that City officials were investigating
their alleged wrongdoing. The firm, Vinson & Elkins, 1ssued a report that, at the City's
request, failed to examine key evidence. More importantly, Vinson & Elkins, throughout
their engagement, reported to the San Diego City Manager, a position that was hired and
fired by the San Diego City Councii, the very body that Vinson & Elkins was supposed to
Investigate. The fact that Vinson & Elkins did not conduct a truly independent
investigation caused the City’s outside auditor to discount Vinson & Elkins report as
Insufficient as it did not meet the standards established by the American Institute of



Certified Public Accountants.”® More alarming, the City Council voted in a closed session
meeting on 21 September 2004 to permit Vinson & Elkins to begin settlement
negotiations with the SEC. However, the City Council specifically stated that the City
and City officials must be part of the same negotiated settiement. In other works, the City
Council could not be legally separated from the City of San Diegoe in any settlement
discussion.”

In 20035, City officials unlawfully obstructed the City Attorney from naming the
attomey for the City’s pension plan in violation of Charter § 40 and Municipal Code §
24.0910. Specifically, in 1993, the San Diego City Council adopted a reselution to allow
the SDCERS Board appoint its own counse! in an attempt to establish SDCERS as a
separate legal entity with interests opposed to those of the City of San Diego. This
arrangerent permitted the architecture and approval of the now infamous MP 1 and MP
2 deals between SDCERS and the City. These deals led to the Federal Grand Jury
indictment of the SDCERS general counsel for frand in January 2000 and the San Diego
District Attorney’s indictment of the SDCERS general counsel for conflict of interest and
self dealing in May 2005, Despite these charges from the highest legal authorities in the
Cotnty, which clearly itlustrated that the 1995 City Council resolution was a faiied
policy, the City Council in 2005 repeatedly ignored the City Attorney’s request to undo
the failed resolution and allow the City Attorney to appoint the general counsel.”

M 26 July 2006; “Interim Report No. 9: Report on Breach of Contract, Fiduciary Duties,
and Professional Negligence by Vinson & Elkins LLP — Report of the San Diego City
Attorney Michael J. Aguirre. (Exhibit 27.)

5 Yigil, jennifer; “Council asked for shield in settlement | City told its lawyers to
negotiate with SEC”; San Diego Union-Tribune; 15 December 2005, Donohue, Andrew;
“Council Tries to Settle with SEC in 2004”; Voice of San Diego; 14 December 2004,
(Exhibit 28.) '

%% 15 December 2004 memorandum from Michael J, Aguirre to Lawrence Grissom,
retirement Administrator for SDCERS; Re: “City Aftorney As Legal Advisory to Board
of Administration Per City of San Diego City Charter Section 40. LaVelle, Philip;
“Aguirre asserts control of pension legal affairs™; San Diego Union-Tribune,; 17
December 2004. 12 January 2005 media release from City Attorney Michael Aguirre
titled, “City Attorney Reasserts Role as Chief Legal Advisor to Employees’ Retirement
System Amidst Allegations of IRS Violations. 22 Febraary 2005 memorandum from City
Attorney Michael Aguirre to Honorable Mayor and Members of the City Council;
Subiject: “Legal Action Plan to Address City's Financial Condition; Hall, Matthew T.;
“Aguirre’s ‘road map’ for S.D. | Mayor calls city attorney ‘rookie’ over legal advice”;
San Diego Union-Tribune; 23 February 2005. 1 March 2005 media release from City
Attorney Michael Aguirre titled, “Mayor and City Council Violate Charter; Attempt to
Interfere with City Attorneyv Authority to Represent City’s Retirement Board.” (Exhibit
29
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In 2005, City officials refused to rescind the indemnification of other city officials
that purportedly obligated the City to pay for the latter’s legal costs incurred in
connection with the unlawful failure to pay pension debt and the granting of pension
benefits without the required funding.”’

In 2005, the Mavor refused to calendar before the City Council a discussion on
the City Attorney’s proposals to set aside unlawful debt created in the MP 1lin 1996 and
the MP 2 deal in 2002. According to the City’s actuary, the removal of the illegal debt
could relieve the City of San Diego of mere than $500 million from it’s over §1 ballion
pension debt.”®

In 2006, City officials hired an individual with no pension administration
experience to serve as the City’s pension plan administrator.”

In 2006, City officials attempied to cover up their wrongdoing by employing
another law firm and consulting firm to prepare a favorable report for them. However,
the repogt failed to analyze key provisions of California’s laws that deal with conflict of
interest. ™

I 2006, City Council President Peters worked with representatives of Kroll to
limit questions to be asked of them during their 8 July 2006 presentation of the Kroll
report to the San Diege City Council,®’ Specifically, an arrangement was established
between Peters and Kroll to allow only guestions regarding the contents of the report.
This agreement precluded any questions regarding the adequacy and legality of Kroil’s
bitling practices which had been calied into question during the period that the company

57 20 May 2005 letter from City Attorney Michael Aguirre to Honorable Mayor and City
Council; Subject: “City’s lliegal Agreement to Indemnify SDCERS Board Members”.
Gustafson, Craig; “S.D. to continue covering pension board’s legal fees™; San Diego
Union-Tribune; 19 April 2006; 30 July 2007 San Diego City Attorney Memorandum
“Rescission of Resolution R-297335. (Exhibit 30.)

22 February 2005 City Attorney memorandum “Legal Action Plan to Address City’s
Financial Condition, Exhibit 31.

% 26 September 2006 Deposition of David B. Wescoe pp. 47-48, (Exhibit 32.)

S0 9 February 2005; “Interim Report No. 2 Regarding Possible Abuse, lllegal Acts or
Fraud by City of San Diego Officials ~ Report of the San Diego City Attorney Michael J.
Aguirre”. (See Exhibit 8) 13 April 2006; “Interim Report No. 8 Report on Kroll’s Breach
of Legal Duties Owed to the City of San Diego, Exhibit 33,

8 Matthew T. Hall, Kroll Report, Quarreling Both Have Farly Start: Details of 8a.m.
Meeting Next Week Upset Leaders, SAN DIEGO UNION-TRIBUNE, 3August 2006, (Exhibit
34



worked on the report. This agreement also precluded any questions regarding the
investigative methods and technigues used by Kroll to.ensure they met standards
established by the American Institute of Certified Public Accountants.”

In 2006, the Council President refused to calendar a discussion before the City
Council on the City Attorney’s proposal for setting aside the unlawful debt.

In 2006, the San Diego City Employees’ Retirement System pension actuary
refused to answer questions regarding his actuarial report Wh1 ch contained questionable
assumptions that had the effect of understating the sums due.®® This is crucial because, at
this time, the City was on notice that it was under investigation by the U.S. Securities and
Exchange Commission. In short, while being investigated, the SDCERS general counsel,
with the assistance of City Council President Scott Peters, precluded a due diligence
questioning of the adequacy of the financial information fo ensure that the accurate
financial information was being issued to the public and to investors in San Diego bonds.

In 2007, despite a mandatory vote of the people of San Diego,® the SDUERS
board decided to use a 20-year amortization period rather than the voter mandated period
of 15 years.®> Despite the clear voice of the people, the Mayor’s appointee on the board

% 1t is worth noting that the City of San Diego has received detailed billings from Kroll
to audit the work and ensure that the City was not over billed for work or that the City
was billed for work that was not completed.

% Jennifer Vigil, Pension Roard Rejecis Aguirre’s Questions, SAN DIEGO UNION-
TRIBUNE, 20 May 2006; Craig Gustafson, Council Panel Questioning Actuary on Pension
Gap, SAN DIEGO UNION-TRIBUNE, 15 June 2006, Exhibit 36.

® On 2 November 2004, 53.41% of San Diego voters approved Proposition G to enforce
certain changes on the amortization schedule for paying of liabilities for the San Diego
City Employees’ Retirement System. The ballot language of Proposition G stated, “This
proposition would preclude the ability of the City of San Diego to negotiate multi-year
delays of full actuarial funding of the Retirement System. Additionally, the basts upon
which new retirement benefits are amortized would be limited to no more than a five-year
schedule and the basis upon which net accumulated actuarial losses are amortized would
be limited to no more than a fifteen-year schedule.” {(Exhibit 23.)

 Vigil, Jennifer, “Payment span set on pension debt,” San Diego Union-Tribune, 17
March 2007, (Exhibit 37.)
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voted in favor of this provision.® As a result, the City officials violated the San Diego
Charter.®’

Council President Scott Peters further illustrated his unwillingness to comply with
the rule of law established by the SEC Cease-and-Desist Order when he issued a letter on
2 August 2007 to Mayor Sanders seeking certain changes to the City's financial
statements. Most disconcerting is that the some of the changes include glaring
misstatements of facts that Mr. Peters of issues that he is aware of. Specifically, Peters
asked that the new CAFR include information that the voters approved a ]13-year
amortization schedule for the unfunded liability of the pension debt.®® Peters made this
suggested after he was aware that the SDCERS Board voted to implement 2 20-year
amortization scheduie for the debt.

In 2007, City officials and employees agreed to carry out a false and misleading
campaign to pressure the City Attormey to drop the City’s legal actions to set aside the
~unlawful debt,®

In 2007, the San Diego City pension actuary refused to answer questions
regarding his actual report which contained questionable assumptions that had the effect
of understating the sums due.™

In 2007, City Councilmember Toni Atkins blocked discussion of the need to
correct the underlying enlawful conduct by withdrawing from the San Diego City Audit
Committee thereby depriving the Audit Committee of a quez‘um.71

56 Vigil, Jennifer, “Payment span set on pension debt,” San Diego Union-Tribune, 17
March 2007. The article stated, “The pension board approved the 20-year time frame on a
0-3 vote, with three representatives of employee unions dissenting....” (Exhibit 37.)

57 San Diego City Charter § 143 (ses Exhibit 8.)

8 2 August 2007 letter from Counci president Scott Peters to Mayor Jerry Sanders.
Subject: 2004 Comprehensive Annual financial Reporis”. (Exhibit 38.)

" 6 August 2007 email! from Debbie Quinones; Subject: “Urgent Message From MEA.”
(Exhibit 39)

) April 2007 City Attorney Media Advisory City Attorney Responds to City Council
President’s Action to Suppress Public’s Right to Know About Pension Issues; 11 April
2007 Letter from Scott Peters to David Wescoe, Exhibit 40,

" See 6 August 2007 Audit Commi‘stee Meeting Video Archive, af minute 24:15-24:45
<http://granicus.sandiego.gov/ViewPublisher.php?view id=24>

17



VIIL
ADVERSE DOMINATION EXPLAINED

As stated above, certain San Diego City officials and employees have used their
power to disrupt the efforts to undo the unlawful debt they created in order to benefit
themselves and their political supporters at the expense of the City. The actions of these
officers and employees violate the fundamental principle that officers of a municipal
corporation are agents of the corporate body, and may not use their official position for
their own benefit, or for the benefit of any one except the municipality itself. People v.
Sullivan, 113 Cal. App. 2d 510, 523 (1852).

When a corporation, lke the City of San Diego, is adversely dominated by its
board, courts have refused to allow a City’s cause of action against its board of directors
fo expire as long as the board remained in: control of the corporation, thus precluding the
running of the statute of limitations. See 4dams v, Clark, 22 F.2d 957, 959 (9th Cir.
1927); Michael E. Baughman, Comment, Defining the Boundaries of the Adverse
Domination Doctrine: Is there Any Repose for Corporate Directors?, 143 U. Pa. L. Rev.
1065, 1066 (1994-93).

California courts follow this principle, as there exists a long line of case authority
supporting the adverse domination principle to toll statutes of limitations so long as a
corporate board remains in the hands of wrongdoing directors. As stated in Whitzen v,
Dabney, 171 Cal. 621,629 (1915):

So long as the corporation itself remains under disability and is powerless
ta act by virtue of the fact that its control is in the hands of a board of
directors accused of participation in the frauds the statute of limitations
does not run against it.

In Dabney, stockholders sued alleging a conspiracy to defraud future stockholders
by three corporate founders who were said to control the Dabney Oil Company through
the board of directors. Jd. at 623-24. The conspirators were alleged to have transferred
leaseholds of oil lands in exchange for stock in the company. The trio offered stock to
the public claiming it was treasury stock and that the proceeds from the sale of the stock
would go into the treasury of the Dabney Oil Company and be used in developing its oil
mining opportunities. Id. at 624-25. To stimulate sales of the stock, false dividends were
declared and paid, not out of the earnings of the company, but out of the proceeds of the
sale of stock. Dabney and his cohorts also failed to pay back large amounts of money
owed the company but instead caused false credits to be entered upon the books of the
corporation. Unauthorized commissions were paid by the wrongdoers. They also made
false written representations. /d. at 626-27. In short, the defendants were alleged to have
engaged in a stock jobbing scheme, in which they made quick buys and sales of company
stock with the intent of artificially increasing the market price of the company’s stock. /d.
at 626-27.
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The Court in Dabney likened a corporation controlled by law violating directors
to the “minority of an infant.” The rights of the corporation, like the minor, “are not lost
until he, after attaining majority, acquiesces for the preseribed time and by acquiescence
affirms the acts done against his interests,” The Court in Dabney went on to explain that
even if a complaint as “shows that the plaintiff stockholder has waited too long before
commencing his action, and that therefore the plea of the statute of limitations must be
sustained against his action, this does not operate as a bar to the corporate rights when
prosecuted by another stockholder.” The Dabney court explained that “{o]therwise we
would have the anomalous and absurd condition presented of a complacent stockholder
waiting for three years, pleading facts showing that his right of action was thus barred,
and thus sweeping away every right of the corporation by the judgment which would
have to follow.” Id. at 629-30.

The California Supreme Court applied the adverse domination principle to
suspend the statute of limitation for the City of Oakland in 1839. City of Oakland v.
Carpentier, 13 Cal. 540 (1859). In that case the California Supreme Court stated that so
long as the municipal corporation remained under the domination of “confederates™
engaged in an unlawful scheme the statute was tolled:

if these facts be made to appear, the statue of limitations would not begin
to run until after the corporation thus defrauded got out of the hands of the
confederates, and an opportunity were afforded innocent agents, coming to
the management of the affairs of the town, to look into and ascertam the
true state of things. Knowledge on the part of the guilty agents of the
corporation of the criminal fact is not notice to the corperation of such
fraud, so as to give the advantage of this notice to the equally guilty
associate of those agents. If this were the law, an agent could always
protect himself by joining in & conspiracy to defraud his principal with a
convenient friend, who received the principal’s property, and who might
claim against the principal that the agent had notice of the fravd.

Id. at 552.

The facts of Qakland v. Carpentier, are instructive. The complaint sought to set
aside a franchise and real estate lease made by the Board of Trustees of the City of
Oakland in 1854 with a prominent private citizen of Oakland, Horace W. Carpentier.
The City of Oakland “pretended to convey” to Carpentier and his representatives “‘the
exclusive right and privilege of constructing wharves, piers, and docks, at any point
within the corporate limits of the town of Oakland, with the right of collecting wharfage
and dockage as he might deem reasonable, upon certain conditions expressed in the
ordinance.”™ Jd. at 543-44.

The complaint further alleged that after receiving the pretended conveyance of

real estate and franchises, Carpentier “by fraud, procured certain men to be elected again
as the Board, who ratified this contract; that the first ordinance was fraudulent, Carpentier
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having procured himself to be elected Trustee for the purpose of getting it and having his
agents on the Board of Trustees.” /d. at 544.

Carpentier was alleged to have received from the City of Ozkland trustees “the
sole privilege, not only of constructing ali wharves, but of laying out, establishing, and
regulating them, too. This amounts, not fo the grant of a license or privilege to erect a
wharf, or all the wharves, laid out or ordered by the council, but the grant of an exclusive
right to lay out and construct them at his own convenierce, in his own way, and to hold
and use them on his own terms; and, if he did not choose to exercise this privilege, the
corporation is prevented from giving the privilege to any one else; and so of docks, piers,
and the like.” [d at 545-46.

The Court found the ordinance was not “an exercise of a power under the charter,
but as a transfer of the corporate powers intrusted to this Board to this favored grantee.”
Id. at 546. In order to carry out the extraordinary grant of public rights Carpentier was
alleged to have “procured men, who were his agents or conspirators with him, to be
elected to this Board, for the purpose of getting them to defraud the town, for his benefit,
of all this property and these franchises.” /d. at 551,

Carpentier was also alleged to have in essence “got himself elected to this place,
in order to help the contrivance through, whether by tus mfluence, or by keeping out
some one else who might have opposed the scheme, then this was sufficient to brand the
whole transaction with tllegality.” /d. at 551. If “Carpentier put himself in the position of
a member elect of this Board, neither resigning nor qualifying, and took advantage of thig
position to advance his personal interests, at the expense of those of the corporation, this
was a fraud for which a Court of Equity would hold him responsible.” Jd. at 551-52. The
Court explained that Carpentier occupied “the position, really, of a Trustee dealing for his
own profit with the subject of the trust, and his conduct would be scrutinized with the '
jealousy with which equity regards the interested dealings of an agent with the principal,
in respect to the subject of the trast.,” Jd. af 552.

The Court was careful te note that ratification would have no “effect in validating
the transaction” by “a subsequent Board, if the members were fraudulently elected, or
procured to be elected, by Carpentier,” /d. at 552. The Court explained that “Carpentier
could not protect his fraud by the sanction of his own associates united to effect, fogether,
an illegal enterprise.” /d. at 552. The Court then went on t¢ find the allegations of
adverse domination would be sufficient to toll the statute of limitations until innocent
agents took over the management of the City,

In another California case 1ssued eight vears before Whitien v. Dabney, the Court
in Paclfic Vinegar and Pickle Works v, Smith, 152 Cal. 307 (1907), traced the authority
for the proposition that knowledge was not to be imputed to the corporation by its
wrongdoing officers and agents. The court explained that to do so would allow an officer
or agent of the corporation to enforce his own wrong against his principal:



It would permit an officer of a corporation to enforce his own wrong
‘against the corporation itself. Thus, while this rule of imputable
knowledge of the contents of the books of a corporation is presumed for
the protection of third persons and stockholders, it is not only never
recognized, but distinctly disaffirmed, where the matter complained of is
one between the corporation itself and any of its officers or agents. To
apply it, would be to put a premium on dishonest bookkeeping, and, as
pointed out by Mr. Justice Brewer, in the case of a bank, to permit the
bookkeeper and cashier to combine and plunder the bank of all 1ts assets,
unknown to any one, through every transaction should be entered in the
books, and, after doing this, to receive immunity because of the
knowledge imputed to the other officers.

id at514.7

Beal v. Smith, 46 Cal. App. 271 (1920) followed the rule established in Whizten v.
Dabney. In Beal, the court reiterated the rule that when the board of directors is under the
domination of those who are committing fraud, the limitation period for commencing suit
is tolled: "

But where, as alleged here, the corporation and its board of directors were
wholly under the domination of those who committed the original fraud
the corporation is deemed to be in the same position as an incompetent
person or a minor without legal capacity either to know or to act in
relation to the fraud so committed, and during such period of incapacity
the statute of limitations does not run, at least, against an innocent
stockholder who was without knowledge of the fraud.

Id at279,

San Leandro Canning Co., v. Perillo, 211 Cal. 482 (1931} also followed the rule
established in Whitten v. Dabney, Pacific Vinegar and Pickle Works v. Smith-and City of
Oaldand v. Carpentier. In San Leandro, the limitations statute was tolled based upon
fravdulent acts of the directors:

[T]he cause of action set forth in the plaintiff’s complaint was not barred
at the time of the commencement thereof by any statute of limitations. The
unexpressed reason for this ruling was doubtless that set forth in the
complaint, to the effect that during the course of the transaction out of
which this controversy arose and for a period of time up to within three

" The Pacific Vinegar court based its holding that guilty knowledge of agenis ofa
corporation is not attributable to the corporation on three cases originating outside of
California: Seotr v. De Peyster, 1 Edw, Ch. (N.Y.) 513; Wakeman v. Dalley, 51 N.Y . 27,
and Wallace v. Lincoln Savings Bank, 89 Tenn. 630,
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years prior to the date of the commencement of the action the defendants
were the directors of said corporation, and as such were in the full control
of its affairs and finances. These averments of the complaint baving heen
for the purposes of said decision taken to be true, it would foliow, under
what we deem to be a well-settled principle of law, that the statute of
limitations does not commence to run against unlawful acts and
expenditures made by or under the direction of the directors of the
corporation while they were in full control of its affairs and of the
expenditures of its funds.

ld. at 486-487. (Emphasis added.)

The adverse domination on one level is but an extension of the basic rule of
agency law to the effect that knowledge of agents acting adversely to their principal is not
imputed to the principal:

Where an agent acts in a capacity adverse to the principal in the transaction, there
1s no reason to believe that the agent will keep the principal properly informed, and
ordinarily the notice will not be imputed. This rule is, in a sense, derived from the
broader principle that knowledge of the agent obtained while acting contrary to or outside
the scope of his or her authority will not be imputed. Witkin, Agency and Employment §
155; See Los Angeles Inv. Co. v. Home Savings Bank of Los Angeles, 180 Cal. 601
(1919); Sands v. Eagle Oil & Refining Co., 83 Cal. App. 2d 312, 319 (1948); Rest. 2d,
Agency §§ 282, 279, and Appendix, Re. Notes, pp. 47§, 485,

In order to establish that the management of a city is adversely dominated by
wrongdoers, the question of the degree to which the domination exists has to be resolved.
Michae! E. Baughman, Comment, Defining the Boundaries of the Adverse Domination
Doctrine: Is There Any Repose For Corporate Directors?, 143 U. Pa. L. Rev, 1065
{1994-95), The source of the modem adverse domination claim 1s Infernational
Railways of Central America v. United Fruit Co., 373 F.2d 408, 414 (2d Cir. 1967):

One principle emerging with some clarity is that a plaintiff who seeks to
toll the statute on the basis of domination of a corporation has the burden
of showing a full, complete and exclusive control in the directors or
officers charged. (Citation omitted.)

The version of adverse domination taken from the United Fruit case is known as the
“complete domination test." See Federal Deposit Ins, Corp v. Dawson 4 7.2d 1303, 1309
(5th Cir. 1993); Michael E. Baughman, Comment, Defining the Boundaries of the
Adverse Domination Doctrine: Is There Any Repose For Corporate Directors?, 143 U,
Pa. L. Rev. 1065, 1082 (1994-95}). Complete domination is an issue of fact, not merely a
numerical question. In Farmers & Merchants National Bank v. Bryan, 902 F.2d 1520
{10tk Cir. 1990), the court was asked to find that adverse domination did not apply as &
matter of law because there were two outside directors on the board who were not
accused of wrongdoing. The Bryan court held that the question of domination is one of



fact for the jury to decide, and noted that “a plaintiff may also demonstrate adverse
domination by proving that an informed director, though capable of suing, would not do
s0.” Id. at 1523. Another court applying the “complete domination test,” has further held
the doctrine of adverse domination is “inherently fact-specific” and that “control
sufficient to warrant the tolling of the statute of limitations may occur where culpable
directors constitute less than a majority of a board of directors .. . .7 Resolution Trust
Corporation v. Thomas, 837 F.Supp. 354, 359 (D.Kan. 1993).

However, as one commentator has noted, the trend of adverse domination s
toward applying a "majority test," in which a plaintiff "must show only that a majority of
the board members were wrongdoers during the period the plaintiff seeks to toll the
statute.” Federal Deposit Ins. Corp. v. Dawson 4 F.2d 1303, 1310 (5th Cir, 1993}, In
adopting the majority test, the Court in Dawson reasoned that "the mere existence of a
culpable majority on the board is so likely to preclude the corporation from filing suit
against the wrongdoers that tolling is thereby justified.” Dawson, 4 F.2d at 1310, The
majority test 1s exclusively a numerical one and has been adopted by most courts.
Michael E. Baughman, Comment, Defining the Boundaries of the Adverse Domination
Doctrine: Is There Any Repose For Corporate Direcrors?, 143 U, Pa. L. Rev. 1065, 1082
(1994-95).

VIIL
PUBLIC OFFICIALS HAVE FORGOTTEN
GOVERNMENT ESTABLISHED TO SERVE THE PEOPLE

City officials and emplovees have deviated so far from their fundamental duties to
the people of San Diego that it is necessary and useful to review the fundamental purpose
of local government. San Diegans, like Americans in general, have always acted upon the
deep-seated conviction that focal matters can be better regulated by the people of the
locality than by the state or central authority.

One controlling idea of local self-government 1s to bring the officials nearer to the
people whose interests are immediately affected by official conduct, in deference to the
fundamental maxim in the American system of government that the nearer the officers

~are to the people they represent, the more easily and readily are reached the evils that
result from political corruption and the more speedy and certain the cure. Local self-
government is, thus, a guaranty of individual liberty. Penhallow v. Doane, 3 Dall 54, 93,
1 L Ed 507 (1795); 1 McQuiliin Mun. Corp. § 1.44 (3rd ed.)

However, the right of the people of San Diego to participate in fundarmental
decisions made by their City officials and employees has been frustrated by the course of
illegal conduct described in this report. As a consequence, in the operation of San
Diego’s local seif-government, the public has been alienated from their City government,
It 1s hoped that a candid discussion of the issues in this report will help to awaken the
public to take an active hand in redressing the crisis faced by their local government. 1
MeQuillin Mun. Corp. § 1.37 (3™ ed); See Gerald E. Frug, The City as a Legal Concept,
93 Harv. L. Rev 1059 {1980).
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It is important to remind San Diego City officials and employees that under our
form of government, the repository of ultimate sovereignty is in the people. Adkins v.
Children's Hospital of the District of Columbia, 261 US 525, 544 (1923}, 1 McQuillin
Mun. Corp. § 1.44 (3rd ed.). The people in political and legal theory are the supreme
law-givers, law-interpreters, and law-administrators. In them resides the law-making,
law-interpreting and law-enforcing pewer. No officer, agent or departiment can run
counter to the public will unless and until a change in that will is reflected by a change in
the Constitution. 1 McQuillin Mun. Corp. § 1.44 {3rd ed.). (Emphasis added.)

IX.
THE FIDUCIARY DUTIES
OF PUBLIC OFFICIALS

It is universally agreed that local government officers owe their government, and
the people of their city, a fiduciary duty of the highest possible fidelity and of the greatest
skill and diligence as to their work. Osbome Reynolds, ir., Local Government Law § 84
p. 293 (2d ed.); Terry v. Bender, 143 Cal. App. 2d 198 (1956). In discharging their
duties, city officers may not go beyond the law. McQuillin Mun Corp § 12,126 p. 599-
600 (3d ed); Kennedy v. Ross, 28 Cal 2d. 569 (1946), Bolger v. San Diego, 239 Cal. App.
2d 888 (1966); Powell v. San Francisco, 62 Cal. App. 2d 291 (1944). The principles
within which city officers operate are set by law: '

These rules are firmly established and uniformly enforced by the courts:
municipal officers are only agents of the local public in 1ts corporate
capacity, they act under defined powers and duties, limited and restricted
by law, and the extent of these powers is to be strictly construed and may
not be enlarged by usage or custon.

MeQuillin Mun Corp § 12.126 (3d ed.) p. 601; Peaple v. Sullivan, 113 Cal. App. 24 510
(1952).

San Diego’s charter and California State law forbids City officers from being
directly or indirectly interested in any contract with the city. San Diego City Charter § 94,
Cal. Gov’t Code §§ 1090, 1092; Thomson v. Call, 38 Cal 3d 633 (1985}, Berka v.
Woodward, 125 Cal. 119 (1899); Imperial Beach v. Bailey, 103 Cal. App. 3d 191 {1980);
3 McQuillin Mun. Corp. § 12.136 {3d ed.) The general rule is that there shouid be strict
enforcement of conflict of interest statutes so as to provide a strong disincentive for
officers who might be tempted to take personal advantage of their public offices. 3
MeQuillin Mun. Corp. § 12,136 (3%ed.)

City officials’ ability to create debt in the name of the City is restrained by debt
limitations contained in the San Diego City Charter and the California State Constitution.
San Diego Charter § 99 and California Constitution Article 16 § 18 require a vote of the
people for debt or labilities incurred in any one year that exceed that year's revenue.



These debt limit provisions are intended to prohibit the accumulation of public
debt without the consent of the taxpayers, and require governmental agencies to carry on
their operations on a cash basis. In re Southern Humboldi Community Healthcare Dist.,
254 B.R. 758 (Bankr. N.ID. Cal. 2000); 56 Am.Jur.2d, Municipa! Corporations, Counties,
and Other Political Subdivisions, § 606. Claims made on loans in excess of borrowing
limitations are unenforceable. 64A C.1.S., Municipal Corporations, § 1599, citing, infer
alia, Citv of Los Angeles v. Offner, 19 Cal.2d 483, 486 (1942); see also 15 McQuillin
Mun, Corp. § 41:1 (3d ed.}

Debt-limitation provisions are designed to promote the common good and
welfare. In re Southern Humboldt Community Healthcare Dist., 254 B.R. 758 (Bankr,
N.D. Cal. 2000); 15 MecQuillin Mun. Corp. § 41:1 (3d ed.) Their purpose to serve as a
limit to taxation and as a protection to taxpayers; to maintain municipal solvency, to keep
municipal officials from abusing the taxpayers’ credit, and to protect them from
oppressive taxation. 15 McQuillin Mun. Corp. § 41:1 {3d ed.) Moreover, these debt iimit
laws seek to prevent current councils from binding future councils, and to prevent today’s
legislators from making future taxpayers pay today's bills. As Thomas Jefferson once
stated *...public debt (is) the greatest of dangers to be feared.” 15 McQuillin Mun. Corp.
§ 41:1 (3ded.)

Specifically, California Constitution Asticle 16 § 18 provides that no city “shall
incur any indebtedness or liability in any manner or for any purpose exceeding in any
year the income and revenue provided for such vear, without the assent of two-thirds of
the voters.” San Diego City Charter § 99 provides that the “City shall not incur any
indebtedness or Hability in any manner or for any purpose exceeding in any year the
income and revenue provided for such year unless” approved by City voters.

When a San Diego City public official negotiates a City contract in which they
hold a financial interest they viclate Government Code § 1090 and Charter § 94. When a
city official agrees to indebt the City in excess of available same year revenues he
violates Charter § 99 and the California State Constitution Article 16 § 18,

X.
EFFORT TO SETASIDE
UNLAWFUL PENSION DEBT

Between 2005 and 2007 the City Attorney issued a series of Interim Reports
detailing the unlawful acts of city officials related to the unlawful pension debt and
efforts to hide and cover-up the nature and extent of the related problems created for the
City.” On July 8, 2005 the City Attorney, on behaif of the City of San Diego, filed in
San Diego Superior Court a cross-complaint directed at setting aside the unlawful
pension debt. The matter was assigned to the Honorable Jeffrey B. Barton.

" Goto www sandiegocityatiomey.org Investigative Reports
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In addition, the granting of illegal benefits and the intentional underfunding of the
pension system has generated numerous iawsuits in which the City has been mvolved.
These lawsuits can be separated into several categories, lawsuits brought by the City,
lawsuits against the City and taxpayer initiated lawsuits,

In the first category, lawsuits brought by the City, the City has brought lawsuits
against several of the professionals paid to render competent advice to the City and
SDCERS regarding the operation of the pension fund, but who failed to competently
render the advice paid for. Defendants in these actions include Callan & Associates, who
were involved in the bond issuance, Gabriel, Roeder, Smith & Company, SDCERS’
former actuary, Caporicci and Larson, an audit firm, and Calderon, Jaham & Osborn,
another audit firm. Monetary recoveries from some of these cases have netted the City in
excess of $6,000.600, with several other cases still pending.

In other pension related lawsuits, the City has been sued. Specifically, in the case
before Judge Barton, SDCERS initiated this action when it sued the City. In this lawsuit,
the City has asserted a cross-complaint seeking a determination of whether or not the
agreements known as Manager’s Proposal 1 and Manager’s Proposal 2 are legal.
Manager’s Proposal 1 and Manager’s Proposal 2 are the agreements between the City and
SDCERS in which SDCERS agreed to allow the City to intentionally underfund the
pension system in exchange for the City agreeing to ncrease pension benefits
retreactively and prospectively.

Other lawsuits, in which the City has been named as the defendant, include the
federal cases brought by the San Diego Police Officer’s Association against the City. In
these lawsuits, the SDPOA complained that the City was not providing the police officers
with an actuarial sound pension system. Judge Huff has dismissed all the federal claims
brought by the SDPOA as being unmeritorious.

Last, taxpayers have sued the City with regards to pension issues. The two most
notable cases are the ones that were brought by Jim Gleasen and William McGuigan. In
these two cases, both sought relief the City’s decision fo intentionally underfund the
pension system. Both of these cases were settled after the City agreed to contribute
additional funds to the pension system.

in the course of the litigation the City Attorney’s office responded to 6 demurrers,
and 3 summary judgment/adjudication motions. The City brought its own summary
judgment motion. In addition the City filed 2writs to the State Appellate Court and 1 writ
to the California Supreme Court.

Iy
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XL
OPTIONS FOR CITY OF SAN DIEGO
TO SETASIDE UNLAWEFUL DEBT

A. APPEAL

The City Attorney’s office is pursuing and proposing several options for undoing
the illegal pension and retiree health care debt.”® The City is appealing Judge Jeffrey B,
Barton’s ruling dismissing the City’s Cross-complaint on several grounds. - First, the City
believes that Judge Barton read the law prohibiting City officials from negotiating
contracts in which they have z financial interest (Government Code § 1090) too narrowly.
The Court found that even if officials were involved in the original violations
Government Code § 1090, those violations were waived by later contracts in which some
of the same officials participated. The City believes that the only way that a Government
Code § 1090 violation can be corrected is after full disclosure and vote by a disinterested
board.

The City also believes the Court ignored clear decision of the legislature to set a
four year from the date of discovery statute of limitations for Government Code § 1090
actions. The Court found that a one vear statute applied. The Court also erred in ruling
that anyone affected by an order to set aside the contracts creating the illegal debt
because they violated Government Code § 1090 would have to be personaily named in
the case. The City believes fundamentally that Judge Barton’s narrow reading of
Government Code § 1090 was inconsistent with decades of judicial precedent.

Further, The City also believes that Judge Barton erred in refusing to resolve
whether the liability limit law had been violated in connection with the creation of the
pension debt. The Court misstated the City’s theory in ruling that the liability limit law
did not apply to the pension board. The City’s case was based upon the theory that there
was a dispute between the City and the pension board over whether City officials in
creating the pension debt violated the liability limit law.

B. COUNCIL ACTION TO RESCIND ILLEGAL DEBT

The City Attorney recently proposed an additional step the City could take to set
aside the illegal pension debt. Judge Barton has ruled that the City’s action to set aside
the unlawful pension debt was not properly presented before the court. However, the City
Attormey proposed in a memorandum of 10 August 2007 that the Council take action that
would join the issue of whether the debt was created in violation of the liability imit iaw.
These recommendations by the City Attorney included, among others, that the Council
take the following actions:

1. Rescind, as void and in violation of Article IV, Section 17, Article
X1, Section 10{a), Article XV1, Section 6, and Article XV, Secticn

" See City Attorney proposal for resolving the pension crisis. (See Exhibit 31.)
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18 of the California Constitution, the retroactive portion of the
“2.0% at 55” pension increase for all general employees and the
“2.5% at 307 pension increase to all safety employees who
received such retroactive increase as part of Manager’s Proposal 1
(“MP 1"y and the “2.5% at 55 pension increase for ali general
employees and the “3.0% at 50" pension increase Manager’s
Proposal 2 (*MP 2778 except that members who retired after such
refroactive increase took effect shall not be required to repay any
pension payments representing the retroactive increase that they
have actually received, but shall only be ineligible to receive
payments attributable to such retroactive increase going forward;

2. Rescind, as void and in violation of Article XV, Section 6, Article
IV, Section 17 and Article X1, Section 10(a) of the California
Constitution the DROP program following ifs initial three year trial
period. DROP was intended to be a cost-neutral program. DROP
was proven to be a non-cost neutral program prior to the expiration
of its three year trial period. lts continuation following the three
year trial period in which it guarantees its participants an 8% retum
compounded quarterly even after the participant has left City
employment and the DROP program constitutes an illegal gift of
public funds.

Rescind, as void and in violation of Article XVI, Section 6, Article
IV, Section 17 and Article X1, Section 10{a} of the California
Constitution the purchase of service program. The purchase of
service program was infended to be a cost-neutral program.
However, SDCERS set the price for the purchase of service of
credits at an arbitrary value, with said purchase price being way
too tow. The arbitrarily low price was eventually increased, but
only after, the public employees were informed that the price was

8]

”* The multiplier increases under MP 1 were dependent on age. The retirement
multipiier for general members started at 2.0% at age 35 and went up to 2.55% for
anvone retiring at age 65 or greater. Safety members {excluding lifeguards, who had
their own separate sliding scale) multiplier began at 2.5% at age 50 and went up to 2.99%
at age 56 and above. Lifeguards multiplier started at 2.20% at age 50 and went up to
2.77% at age 56 or above. Thus, when this memo discusses the pension increases granted
under MP 1, the author is referencing all the multiplier increases contained within MP 1.
" The multiplier increases under MP 2 were dependent on age. The retirement
multiplier for general members started at 2.5% at age 55 and went up to 2.8% for anyone
retiring at age 65 or greater. Safety members, including lifeguards, multiplier was
increased to 3.0% at age 50 and above. Thus, when this memo discusses the pension
increases granted under MP 2, the author is referencing all the multiplier increases
contained within MP 2.
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below the system’s cost and encouraged to buy the maximum
amount of service credits before the price was increased. The
purchase of service allows a retiring member (including a member
in DROP) to receive pension benefits that were not fully paid for
by the employee, but rather, is being subsidized by the City, The
amount the City now needs to contribute to fund the purchase of
service annuity for each member who purchased service credits at
below cost constitutes an illegal gift of public funds.

Direct the City Attorney to immediately file a Declaratory Relief
action in the San Diego County Superior Court against each of the
City’s unions and the San Diego City Employees’ Retirement
System (“SDCERS”), confirming the rescission, seeking a judicial
declaration that (1) the retroactive portion of the pension increases
violates the debt limitation provisions, is a gift of public funds, and
is exira compensation paid to public employees, ail in violation of
Article IV, Section 17, Article X, Section 10(a), Articie XVI,
Section 6, and Article XV, Section 18 of the California
Constitution, {2) the DROP program’s continuation after its initial
three vear trial period is a gift of public funds, and is extra
compensation paid to public employees, all in violation of Article
IV, Section 17, Article XI, Section 10{a), Article X VI, Section 6,
(3) the purchase of service program is a gift of public funds, and is
extra compensation paid to public employees, all in violation of
Article IV, Section 17, Article X1, Section 10(a), Article XV,
Section 6, (4) that the City of San Diego has no obligation to make
any further payments toward the retroactive portion of the pension
increase, and enjoining further payments by SDCERS of the
portion of payments fo retirees based on the retroactive portion, (5)
that the City of San Diego may discontinue the DROP program,
and (6} that the service credits purchased prior to July 2005 be
marked down to their actual value; and

Direct the City Attorney to send a letter to the Chief Executive
Qfficer of SDCERS informing him that the City Council considers
the retroactive portion of the pension increases to all members
pursuant to MP 1 and MP 2 unconstitutional and void, that the City
of San Diege will not mclude as its future payments the refroactive
increase, requesting that SDCERS immediately calcuiate the
required future payments based on the rate prior to the enactment
of MP 1, the rate following MP 1 and prior to MP 2 and the rate
following MP 2, that the City is discontinuing the DROP program
and that service credits purchased prior to July 2005 be marked
down to actual value,



6. Following enacting the appropriate legislation to rescind these
benefits, stay enforcement of the rescission of the retroactive
benefits, the DROP program and the mark down of the purchased
service credits for sixty days so that any interested party can
challenge the legality of the rescission int a court of competent
Jurisdiction.

C. AWAIT A NEW CITY COUNCIL

A new City Council will be elected by November 2008, A new City Council
made up of members who did not participate in the unlawful conduct by which the illegal
pension and retiree health care debt was created will be more inclined to take the action
needed to protect the City and its taxpayers. Under the adverse domination dectrine, the
statute of limitations is tolled until a new City Council, made vp of members not
adversely dominating the City’s government, takes office as the knowledge giving rise to
the City's cause of actions to set aside the unlawful debt cannot be imputed to the City.

XIL
CONCLUSION

The City is currently facing a funding debt in excess of $2 billion in its pension
system as a result of a number of governmental decisions including, but not limited to,
the creation of illegal retirement benefits. The City Council and the Mayor need to-take
action now to reverse the creation of this illegal public debt so that all citizens of the City
of San Diego can benefit from funds that would now be available for public services.
However, the people who participated-in creation of this illegal debt remain on the City
Council. If these persons do not take the actions necessary to benefit the public at large,
but rather, continue to thwart all attempts to undue the creation of the illegal debt, then
these persons adversely dominate the City Council, and the right of the citizens of the
City of San Diego to legally redress this wrong 1s stayed until these persons leave office.

By - TTRTE L

Michael Agui:rreﬂ
San Diego City Aftorney
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ATTORNEY TO CLIENT
CORRESPONDENCE

FOR CONFIDENTIAL USE ONLY
Office of
The City Attorney
City of San Diego
MEMORANDUM

236-6220

DATE: November 19, 2001
TO: Honorable Mayor and City Council Members
FROM: Leslie J, Girard, Assistant City Attormey

SUBJECT: Letter from Bruce Henderson (September 20, 2001) Regarding Ballpark Project

A number of Council members have requested copies of the letter from Bruce Henderson
to the City Attorney, dated September 20, 2001, setting forth Mr. Henderson’s claims about
proceeding with the issuance of bonds for the Balipark Project at this time. Enclosed, please find
a copy of the letter for your review. Please call if you have any questions.

/y{— £ .._#."’ .
LMI&M

Assistant City Attorney

Enclosure
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SAN DIEGO TAX FIGHTERS
9974 SCRIPPS RANCH BLVD, #358

i SaN DIEGO, CA 82131-1825
(858 830-3027 VvOICE

(858) 530-3030 FAX

PRESS RELEASE - FOR IMMEDIATE RELEASE
21 SEPTEMBER, 2001

10 PAGES, INCLUDING THIS COVER SHEET
SAN DIEGO ~ STATEMENT BY SDTF CHAIR RICHARD RIDER:

AFTER REVIEWING BRUCE HENDERSON'S LETTER (ENCLOSED) TO
CITY ATTORNEY CASEY GWINN DEMANDING A PUBLIC VOTE ON
CHANGES TO THE BALLPARK MOU, | FELT TH!S PIECE SHOULD BE
DISTRIBUTED TO THE MEDIA, THE LETTER DOES AN EXCELLENT JOB
SUMMARIZING THE REASONS WHY THIS BALLPARK MESS SHOULD BE
BROUGHT BEFORE THE VOTERS FOR A VOTE TO VALIDATE ALL THE
CHANGES TO THE MOU THAT HAVE BEEN MADE,

IT IS HOPED THAT THE NEW SAN DIEGO CITY MAYOR AND CITY
COUNCIL WILL RECOGNIZE THAT NOW IS THE TIME TO REASSESS
THE ECONOMIC AND LEGAL RAMIFICATIONS OF GOING FORWARD
WITH THIS ILL-ADVISED PROJECT. ASSUMING THAT THEY LACK THE
COURAGE TO KILL THE PROJECT THEMSELVES (GIVEN THAT THE
MOU 1S NO LLONGER VALID), THE LEAST THAT THEY CAN DO IS PUT
THE NEW MOU AND ITS AMENDMENTS ON THE MARCH, 2002
BALLOT FOR A VOTE BY THE PEOPLE OF SAN DIEGO.
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" Delivered by Fax and Mail

September 20, 2001

Casey Gwinn

San Diego City Attorney

Civic Center Plaza

1200 Third Avenue, Suite 1600
San Diego, CA 92101

Re: Requirement Of Public Vote To Approve MOU Amendments

Dear Mr, Gwinn:

Almost three years héve: passed since San Diego voters on November 3,
1998, approved Proposition C (“Prop C™) and its Memeorandum of Understanding
(“MOU") between the City and its Redevelopment Agency and the San Diego
Padres.

The Prop C and the MOU set out the terms of a project designed to funnel an
unprecedented amount of City revenues (the “Padres’ subsidies™) over the next
thirty to forty years into the construction and operation of a downtown ballpark as
well as other retail and commercial projects, all for the benefit of the San Diego
Padres and those lucky few with whom the owners of the Padres might eventually
agree to share their windfall,

The time has now come to put the Padres’ subsidies back before the voters.
The most reasonable date for this vote would be March 5, 2002, a date on which
there is already a regularly scheduled city-wide election.

Naturaily, préponents of the Padres’ subsidies fear a new vote, are irritated
when taxpayer advocates label the Padres’ subsidies as corporate welfare, and
even go 5o far as to blame “delays” on urban terrorism.
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Contrary to the claims of those who support the Padres’ subsidies, the culprits
responsible for all the problems in implementing the MOU over the last three years, are
not the opponents. Rather, to identify these culprits, the proponents merely need to look
into any mirror. .

Obviously, opponents of the Padres’ subsidies are not to blame for the
unprecedented criminal activity of former Councilwoman Valerie Stallings,

Similarly, opponents are not to blame for the decision of the City to delay
environmental review until after the Prop C vote - a decision now unambiguously. iliegal
in Ca.li_fomia.

Nor are opponents to blame for the unrealistic economic assumptions that have
plagued each and every eiement of this proposal. In 1998 and again in 1999, the Padres
told us we couid rely on their commitment to construct 1,850 new hotel rooms, vast new
retail space, and highrise offices. None of these projects made economic sense in 1998,
and the only effect of the passage of the last three years has been to demonstrate more
and more clearly that the demand for these developments does not exist.

San Diegans were also promised prior to the Prop C vote in 1998 that the San Diego
Unified Port District (the “Port’”) would toss in $21 million from excess revenues it was
enjoying. Well, three years later that money still hasn’t been paid, and there is little
reason to believe that it ever will be paid since the transaction relies, without going into
the details, on the literal transformation of land to be acquired by the City at fair market
value at highest and best use for approximately $14 million instantaneously into land
with a fair market value for surface parking of $42 million — a miraculous transformation
beyond even the wildest imaginings of practitioners of medieval aichemy.

Naturally, that $42 million is not the product of an arms-length sale, rather it is the
product of a written agreement between the Port and the City stating that the $14 million
in land acquired by the City has a value immediately following the acquisition of §21
million to the City and $21 million to the Port. This understanding is required because
the Port can’t by law make a gift of the $21 million to the City. So, at such time as the
Port pays the promised $21 million to the City, the Port has to receive back $21 million in
vaive. Yet, the City, under the terms of the MOU, has to retain on behalf of the ballpark
project a contribution from the Port valued at $21 million.

if the economic miracie of transforming land worth $14 million into land worth $42
million doesn’t make sense on the first reading, don’t bother rereading the explanation.
A second effort won't help because the transaction never made sense from the beginning.

Even more important than the issue of the Port’s $21 million contribution, the City
conditioned the Padres’ subsidies on the promise to taxpayers that tax revenues from the
various developments would fund expenditures by the City and its Redevelopment
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Agency. And, the City also promised that all these expenditures would be capped, Yet,
consider the MOU’s cap of $50 million on expenditures by the Redevelopment Agency
(and its operating arm, CCDC), That “cap” was long ago surpassed so that to date
Redevelopment Agency expenditures are approaching $100 million, with no upper limit
in sight. Worse, tourist taxes (“"TOT") and tax increment that were to be generated by the
proposed Padres’ projects are nowhere in sight and so, we gather from Councilman
Wear’s remarks (quoted below), no ionger planned as the source for payment of the
City's $225,000,000 in bond debt service. '

Now, the day of reckoning is at hand; for soon (perhaps by the week of October 8)
the City will be compelled by federal law to finally make public a number of important
documents and in those documents to specifically confront material facts that presently
affect the fundamental decision accorded to the City Council under Prop C prior to the
issuance of the $225,000,000 in bond debt. In this process of confronting reality, the City
Council will find that it has no alternative but to put the financing decision back on the
bailot for a decision by the voters.

First, the City will finally have to provide the public with the proposed amendments
to the MOU reflecting the project’s changed financing and revenue assumptions. These
new proposais have been under discussion since last February. Of course, past practice
suggests that the City and Padres will be less than forthcoming in these documents.
Fortunately, there are litmus tests that will help us determine the level of candor. For
example, will the Padres have available for public review construction bonds or letters of
credit guaranteeing the financing and timely construction of all the projects which are
requisites to the City’s issuance of $225,000,000 in bond debt?

Second, the City will be required to make public the Preliminary Official Statement
setting forth as required by federal law the “material facts” affecting repayment of the
City’s proposed $225,000,000 in bond debt as well as payment of the interest costs over
the 30-year life of the bonds. :

Third, the City Council will have to now confront two of the maost important
provisions of Prop C and the MOU. One is Section 33A of the MOU, which provides
that the City Council need not proceed with issuing the bonds in the event that the City is
unable “to obtain financing for the Ballpark Project on terms reasonably acceptable to the
City.” -

The other provisionr.of the MOU that the City Council will have to confront is
Section 38 of the MOU, which among other provisions specifically mandates that any
amendments t¢ the MOU that result in a “decrease in revenue to the City” require voter
approval.

We've now reached the crux of the upcoming problem for the City and the Padres
the week of October 8 and the real reason that three years have passed without issuance
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of the City’s $§55,GO0,000 in bonds. The City nexr month has no choice but to _
acknowledge that the economic premises on which Prop C was based have no reality and
that the revenues that implementation of the MOU promised fo produce aren't going to
be there.

A harbinger of this painful confrontanon with reality were the remarks of
Councilman Wear during the September 17" Council meeting, He put it this way, “4 /ot
has changed since 1998. .... Under the leadership of our mayor, we did come up with
an alternative financing package that relies upon tax increment and not TOT.”

In short, Mr. Wear admits a reality already well known to the City and the
Redevelopment Agency — many of us suspect well known since the commencement of
this project in 1997, but generally unknown to the public until now: the long-promised
TOT to pay for this project isn’t going to be there.

Additionally, Mr, Wear suggested in additional remarks on September 17 that even
the tax increment revenues required by the MOU would fall short and that the City and
Redevelopment Agency would rely, instead of on tax increment revenues from
development called for in the MOU, on tax increment revenues from housing being
constructed in various areas downtown under the jurisdiction of the Redevelopment
Agency.

What was not clear to us from Mr. Wear’s remarks or from the remarks of other
officials who commented at the September 17 meeting of the Council is whether these
substantive reductions in revenues to the City will be reduced to writing and adopted as
written ainendments to the MOU. The requirement for written amendments is clearly
stated in Section 38 of the MOU.

As we have stated, while we have no doubt that you are quite aware that these
matters must be disclosed in the Preliminary Official Statement, it is not so clear that you
have so far exhibited an understanding that these alterations to the obligations of the
Padres require written amendments to the MOU and, as well, trigger the requirement of
voter adoption since they “decrease revenue to the City” as that term is used in Section 38
of the MOU.

[n this connection, as you may or may not recall, the ballot question for Prop C was
unambiguous in conditioning voter approval of Prop C on the understanding that the
costs of the project to the City would be paid from TOT revenues generated by hotel
rooms specified in the MOU and from *edevelopment funds. The ballot question for
Prop C read as follows:

Shall an ordinance be adopted authorizing the City of San Diego to
enter into agreements to redevelop an area of downtown, and -
construct a multiple use ballpark, provided that: 1) the City’s
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participation requires no new taxes, is capped, and also limited to
redevelopment funds and an amount eguivalent to certain hotel
tax revenue; and 2) the San Diego Padres guarantee substantial
private contributions, pay all bailpark construction cost overruns,

and play in San Diego until 20247 [emphasis added]

The “certain hotel tax revenue” referred to in the ballot question was, according to
the MOU, to flow from several hotel developments which by the terms of the MQU were
to be constructed in a timely manner 2s a condition of the City providing project funding.
This elemental aspect of the bargain was confirmed in a resolution adopted March 31,
1999, by both the City and the Redevelopment Agency, which resolution reads in’
pertinent part as follows:

6. ... the Padres have made a written commitment to construct a 500
room balipark hotel, 200 room suite type hotel, and a 150 room
boutique hotel, all within the Ballpark District and consistent with
the program set forth in the MOU, and ... this program is designed to
have the ability to generate annualized TOT revenue sufficient to
help support the City investment in the project.

9.... 2 1,000 room convention center expansion hotel wiil procead
and has the potential to generate the required new public revenue to
help finance the city and agency investments in the ballpark and
redevelopment project, ... [based} upon the commitment of John.
Moores, expressed in his letters to the Port District and City, to have
JMI Reaity cause the development of an expansion hotel; and upon
the term sheet regarding an expansion hotel agreed upon by the Port
District, City and JMI Realty.

This March 31, 1999, resolution sets out the details from Prop C reflected in the
ballot question. That is, the “certain hotel tax revenue” upon which voter approval of
Prop C was conditioned would flow from the construction of the 1,850 hotel rooms
specified in the March 31 resolution.

Unfortunately, but not surprisingly, Mr. Wear’s remarks evidence the current reality
that John Moores, the Padres, and JMI Realty have terminated any commitment they
might have undertaken in the past to “cause the development of an expansion hotel,” In
short, the ballpark project is not going to produce anything close to 1,850 hotel rooms;
and the City’s TOT revenue from the ballpark project construction will decrease
accordingly. In fact, as of the date this letter is written, it is not known if any hotel rooms
will be constructed pursuant to the terms of the MOU. .

It follows, therefore, that these new realities must not oniy be disclosed in the
Preliminary Official Statement, but also must be set forth in written amendments to the
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MOU which ainendments require voter approval for adoption. In this regard Section 38
of the MOU reads:

KXV Modifications To MOU,

Except as specifically set forth in this MOU, this MOU may not be
modified or amended without the affirmmative vote of a majority of
the electorate of the City voting at an election held for that purpose.

., The City Council may agree to amend or modify this MOU without -
a vote of the electorate only if such amendments or modifications do
not materially: 1) decrease the rights or increase the obligations of
the City; 2) increase the financial commitments of the City; or 3)

~ decrease revenue to the City.

Any modifications or amendments to this MOU must be in writing
and signed by all the Parties.

We understand that the City and Redevelopment Agency review of the Preliminary
Official Statement and the alternations to the MOU is tentatively scheduled for October
9, 2001, As we read the MOU, this review initially presents two issues. First, do the new
financing realities decrease revenue to the City and so trigger Section 38’s requirement of
a vote of the electorate? Second, is the proposed financing acceptable, were the voters to
approve the decreased revenue?

.7 At that same meeting, a number of additional concerns must be addressed invoiving
material facts that must be disclosed in the Preliminary Official Statement and which may
by themselves also trigger Section 38’s requirement of a public vote. Among these
concerns is the status of several of the additional sources of revenue or capital
contributions required by Prop C and the MOU.

Again, referring back to the March 31, 1999, resolution of the City Council and the
Redevelopment Agency, a key paragraph reads:

3. ... the Padres have made a written commitment to construct
private development that is designed to produce an assessed value
of at least $289 million, which amount has been confirmed by
CCDC as sufficient to finance the Redevelopment Agency
investment in the project. [erphasis added]

This “private development” is described in Section 31 of the MOU. This “private
development” is separate from and in addition to the hotel rooms previously mentioned.
The “private development” includes office complexes containing at least 600,000 gross
square feet with associated parking; retail development containing at ieast 150,000 gross
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square feet; and approximately 2,238 parking stalls, Certificates of occupancy (which
trigger the commencement of property taxes on the new construction} for the office
complexes and the retail space are required under the terms of Section 31 of the MOU to
be gbtained no later than January 31, 2002 — some four months from now.

The MOU's guarantee of construction of hotel rooms, office complexes, retail, and
parking has been acknowledged again and again as a critical component of the City and
Redevelopment Agercy’s decision to proceed with a $225,000,000 bond issuance. For
example, on March 31, 1999, the City and Redevelopment Agency resolution provided in
relevant part:

13. ... the actions or agreements of the parties on or before
April 1, 1999, do not in any way alter, amend, waive or otherwise
affect the conditions subsequent set forth in section 33 of the MOU.
In particular, ... the terms of any City or Agency financing, whether
interim or permanent, must be reasonably acceptable to the City,
which terms include, but are not itmited to, the sources of revenue to
pay for the financing; the status of Phase 1, any Substitute Ancillary -
Development and the expansion hotel; and any other matter which
may affect the City’s financing not only of the ballpark and
redevelopment project, but of any other current or future city
project.

Another example of the City Council’s acknowledgement of the critical importance
of the hotels, office complexes and retail guaranteed by the MOU to be constructed by
the Padres to produce tax revenues necessary for the City to pay the interest and principal
on the $225,000,000 of City bond debt is found in tbe minutes of the City Council for its
meeting of February 6, 2001:

Consistent with Section XXXIIIL.A of the MOU, the City Council
reaffirms and reserves to the City the right to determine that the
terms of any City or Agency funding or financing, whether interim
or permanent, must be reasonably acceptable to the City, which
terms include, but are not limited to, that status of sources of
revenue to pay for the funding or financing (including but not

limited to hotel rooms, transient occupaney taxes and the

investrnent from the Unified Port District), and any other matter
which may affect the City's financing not only of the Project but of

any other current or future City project. [emphasis added]

Note the reference to the Port’s $21 million invesﬁnent, which reflects yet another
financial contingency that remains to be met before the City Council can approve a bond
issuance. Section 19 of the MOU makes this point quite clearly:
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XIX. Other Required Financing Investments.

The City and the Padres will cooperatively endeavor to obtain from
other public and quasi-public sources commitments to provide funds
or financing for land, parking, transportation, Infrastructure
improvements, or other value reasonably acceptable to the Parties,
sufficient to provide the $21 miilion in added value needed to reach
the Ballpark Project Estimate of $411 million. [emphasis added]

We have no idea what the status of this $21 million investment wili be on October 9,
2001; however, at present this $21 million is not available and there are a number of good
reasons to believe that it never will be available to the ballpark project, at least from the
Port.

A problem that had to be faced in preparing this letter is that the proposed revisions
to the MOU and the proposed Preliminary Official Statement in connection with the
$225,000,000 bond issuance have yet to be made public. Consequently, the comments in
this letter are necassary general in nature.

Nevertheless, given Mr. Wear’s remarks and given what is now known to the pubilic,
it appears to us that the MOU must be amended to acknowledge the extraordinary.
reduction in revenues to the City that result from the decisions of the parties to the MOU
to relieve the Padres from the MOU’s requirements for much of the hotel, office and
retail construction originally mandated by Prop C and the MOU.

Of course, we note again, that these MOU amendments cannot take effect without
voter approval. And, as mentioned previously, this matter can be readily placed before
the voters at the currently scheduled citywide election March 5, 2002,

This letter precedes an additional communication we are preparing to be sent to the
Securities and Exchange Commission (the “SEC”). Since the City has not made pubilic,
at least to our knowledge, a draft of the Preliminary Official Statement, we are attempting
to identify material facts that we fear from past experience may be omitted or misstated
in that document. ‘

To anticipate the letter to the SEC in one respect, we note that several legal cases
headed up to the appellate courts raise the issue of whether the MOU is void due to the
criminal activities of former Councilwoman Stallings.

If the MOU is ultimately determined by the courts to be void, will it foliow that
authority to make subsequent principal and interest bond payments would require voter
approval pursuant to the terms of City Charter Section 90.37 In that event, what would
the impact on bondholders be of voter rejection of a resubmitted MOU? Would
bandholders be limited to taking title to the ballpark, subject to the annual rent of
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£500,000 fro—z;i the Padres? If so, could bondhoiders reasonably be expected to recover
any substantial portion of the principal and interest otherwise payable? Or, would the
City be required to pay the principal and interest even if the MOU is void due to criminal
acts?

These questions and many other issues appear to us 1o be material matters that both
citizens of San Diego and potential holders of the proposed debt should consider prior to
any financial commitment.

In all of this there is good news, for each and every one of the problems with this
project could be resolved with one simple step, namely, a fully informed public vote
taking into account the environmental impacts as well as the economic realities of this
exercise in corporate welfare — the very vote that we have long advocated. ‘

Sincerely,
/s/
J. Bruce Henderson

{Corrected)





